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Copyright, Canada, 1968, by the Ontario Department of 
Municipal Affairs. All rights reserved. No part of this book 
may be reproduced in any form (except by reviewers for the 
public press) without permission in writing from the 
Department. 


DEPARTMENT OF MUNICIPAL AFFAIRS 


OBRICE SOFT Mes iViIN Str ts 


To the Assessors of Ontario: 


On behalf of the Department of Municipal Affairs, I take 
pleasure in presenting the second edition of Appraisal Notes for the 
Assessor. 


These Notes have been revised by Mr. A. N. MacKay of my 
Assessment Branch in light of the experience of Ontario’s assessors 
who have used the original Notes. 


I feel confident this edition will be a worthwhile text for assess- 
ment valuation courses and will be an important addition to the 
training programmes of the Department. 


My grateful thanks are extended to the various committees and 
individuals whose comments on the first edition proved helpful in 
the preparation of this version. 


Yours very truly, 


Pree 


W. Darcy McCKEOUGH, 
Minister. 


PREPACE 


Early in 1966, I was given the opportunity to revise the original 
Appraisal Notes for the Assessor, published by the Department of 
Municipal Affairs in 1964. What began as a straightforward reorgan- 
ization and updating of the manual soon developed into a major 
expansion of the material and eventually into what is, in effect, a 
new manual. Other than the title, the major similarity between this 
volume and its predecessor is the emphasis placed upon the use of 
market data when making valuations. 


Readers of the Appraisal Notes must bear in mind that it has 
been written in a transitional period of assessment administration in 
Ontario. Among other things, it has been a time during which valua- 
tion principles and procedures have been re-examined by many of 
those concerned with assessment. One concrete expression of this 
concern with basic valuation concepts is the attempt, in the manual, 
to place each of the valuation methods in its proper perspective. 
In relative terms, far more attention is devoted to the comparative 


sales method of valuation than is the case in most procedural manuals. | 


In the same vein, more than the ordinary amount of time is taken 


up with explaining the theoretical bases of the various valuation | 


principles. 

The emphasis in the manual on the theoretical aspects of valua- 
tion has not been done at the expense of procedural considerations. 
Indeed, valuation procedures have been expanded upon from the 
original Appraisal Notes. For the most part the theory has been 
introduced solely to explain why certain procedures are advocated. 

Since this volume had its genesis in the 1964 edition of the 
Appraisal Notes, the acknowledgements made then apply still. At the 
same time, I must note the advice, assistance and encouragement 
given me by my colleagues in the Assessment Branch over the past 
two years. In particular, I would like to thank the Director, Mr. P. G. 
Gillis, and Mr. E. R. Bailey, Mr. S. F. Huneault, Mr. A. V. Oakes 
and Mr. J. K. MacTavish. While these gentlemen should feel free 
to disclaim any responsibility for the final product, their help was 


Vil 


invaluable to me. In addition, I would like to thank Dr. J. F. Chant 
of Queen’s University and Mr. C. W. Yates, Q.C., General Municipal 
Counsel in the Department of Municipal Affairs, both of whom read 
various parts of the manuscript, for their comments and suggestions. 
Finally, I must mention Mrs. Margaret Bullbrook who typed seem- 
ingly endless versions of the manuscript. 


As with all procedural manuals of this type, there is a distinct 
possibility of errors in the material that is presented. Furthermore, 
there is material omitted which some assessors will feel should have 
been discussed. I wish to absolve all those who assisted me in 
preparing the manual from responsibility for such failings and to 
acknowledge responsibility for them myself. 

Since the manual is an official publication of the Department of 
Municipal Affairs, the opinions expressed are not simply those of the 
author but are interpretations by the author of current Department 
policy towards the valuation of real property. 


Angus N. MacKay 
March, 1968 
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INTRODUCTION 


The valuation of real property is essentially a problem in applied 
economics. This implies that valuation must be regarded as an 
inexact science in which theory is expressed in terms of principles 
rather than absolute laws. Unlike the theories postulated in the pure 
sciences, which are based on experiments made under controlled 
conditions, the theories underlying economics do not state with 
absolute certainty what will occur in a given situation. The essential 
difference between economics and, for example, physics is the 
impossibility of obtaining controlled conditions in which economic 
theories can be tested. 


In view of the relative uncertainty associated with economic 
theory, the principles enunciated in the theory of real property valua- 
tion must be applied with discretion. It is imperative that the assessor 
have a clear understanding of each principle and its possible applica- 
tion in a particular market situation. Such an understanding will 
come only after considerable study and application. 


The principles of valuation theory provide a framework within 
which the assessor must develop a system of uniform procedures to 
use in his valuation work. No matter how firmly they are based in 
theory, principles and procedures are not substitutes for judgment. 
Similarly judgment, regardless of how soundly it is exercised, will 
not provide equitable assessment unless it has a solid basis in fact. 
The importance of adequate data cannot be stressed too much. 
Principles, procedures and judgment are means to an end, namely, 
the analysis of market data in a logical manner to ensure that value 
estimates are based on consistent interpretations of the facts. The 
three elements in valuation—principles and procedures, judgment 
and facts—are interdependent. The theories of valuation must be 
used in conjunction with sound judgment to analyze the available 
data if assessments are to be made equitably. Conversely, no matter 
how accurate the assessor’s facts and his judgment, equitable assess- 
ments cannot be made unless they are derived from a consistent 
framework based on well-defined principles. 


Ki 


In this manual, the fundamental valuation principles are dis- 
cussed, various procedures are described and the types of data that 
should be recorded are indicated. Since no text can set out all the 
information that might be used profitably by an assessor, the prin- 
ciples and procedures discussed in the manual are not provided as 
absolute standards to be applied indiscriminately. They are aids for 
the assessor in exercising his judgment and applying his knowledge. 
Any assessor who unquestioningly follows this manual without con- 
sidering circumstances in his own jurisdiction will not be doing a 
proper job. In this regard, it should be emphasized that the examples 
in the text are included to illustrate procedures, not to recommend 
specific rates or allowances. 


With these reservations in mind, the purpose of the manual can 
be stated more specifically. In the first instance it sets out a defini- 
tion of market value that is appropriate for the valuation of real 
property. Although this definition is based on previous judicial 
decisions, it is new to the extent that it places more emphasis on 
actual market transactions than is the case with other definitions. 
The major portion of the manual is devoted to a discussion of the 
three methods of valuation—comparative sales, income capitalization 
and cost, including depreciation. The analysis of these concepts 
departs in several respects from traditional valuation theory. These 
changes have been made in order to make the principles of valuation 
conform to the definition of market value used in the manual and 
to keep them consistent with economic theory. In the final sections 
of the manual demonstration appraisals are set out to show how the 
theory can be applied to actual valuation problems. 


Xi 


CHAPTER [| 


THE BASIS OF ASSESSMENT VALUATIONS 


The Ontario Assessment Act, though quite specific in requiring 
that all assessable real property in the Province be assessed at its 
actual value, does not define actual value. In order to comply with 
the statutory requirement for valuations at actual value, the assessor 
must look elsewhere to find a definition. There are two possible 
sources—decisions of the various courts, tribunals and other judicial 
bodies which decide assessment cases and, secondly, economic theory. 


Judicial Definitions of Actual Value 


In view of the statutory requirement to assess at actual value, 
it is reasonable that the courts should decide the exact meaning of 
that term. Unfortunately, the various judicial interpretations are not 
unanimous in their definitions. However, the Sun Life case provides 
an excellent definition of actual value which has served as a precedent 
in most assessment cases heard in Ontario since 1950. The following 
statements by Mr. Justice Taschereau and Mr. Justice Estey sum- 
marize the concept of actual value used in the decision handed down 
in that case. 


“In the case of municipal assessment it is the ‘real value’ or ‘actual 
value’ that has to be considered. . . . The real value is the ‘market 
value’ or ‘value in exchange’ and in order to ascertain it, one must 
necessarily, even if there has been no sale of the building, try and 
find what would be the price in the open market.” 


Sun Life v. City of Montreal, (1950) S.C.R. 220 per Taschereau, J. 
at 240 and 244-5. 


“It” (actual value) “means exchangeable value—the price which the 
subject will bring when exposed to the test of competition.” Lord 
Advocate v. Earl of Home (1891) 28 Sc. LR 289 per Lord McCal- 
lum 283. 


cited by 
Estey, J. in Sun Life v. City of Montreal, (1950) S.C.R. 220 at 252. 
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ECONOMIC CONCEPT OF VALUE 


On the basis of these judicial definitions it is clear that the 
assessor is concerned with estimating market value—an economic 
rather than a philosophic concept. Such being the case, the terms 
‘market’ and ‘value’ should be explained both in the wider economic 
sense and, more specifically, in relation to real property. Since value 
is the more important, as well as the more contentious of these con- 
cepts, it will be dealt with first. 

In the sense that economists use the term, value is relative rather 
than absolute, as is illustrated by the following definition which is 
widely used in economics. 

The value... of one thing in terms of another at any place or time, 


is the amount of the second thing which can be got there and then 
in exchange for the first. 


If one hundredweight of nails exchanges for 50 board feet of 
lumber, the value of the nails is one hundredweight of nails equals 
50 board feet of lumber. Conversely, the value of the lumber is 
50 board feet of lumber equals one hundredweight of nails. If con- 
ditions change so that one hundredweight of nails exchanges for 
100 board feet of lumber, the value of nails will be twice as great. 
Another way to describe the change is to say that the value of 
lumber fell by 50 percent. Thus the value of a commodity may 
be regarded as the ratio at which it is exchanged for another com- 
modity. 

In order that a commodity can be regarded as valuable, two 
conditions must be present: 


(1) Individuals must derive some advantage from the commodity 
and wish to obtain this advantage, generally by owning the com- 
modity; 


(ii) The commodity must be relatively scarce. That is, the amount 
of the commodity available must be limited in relation to the 
total of competing demands for it so that individuals must do 
without if they are unwilling or unable to purchase it or its 
services. 


Before any commodity can have value some individual must 
feel an advantage can be derived from the ownership of it or of its 
services. The term ‘advantage’ is somewhat nebulous but is inter- 
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preted here to mean any pleasure, satisfaction or benefit produced by 
the commodity. With the aid of some imagination, an advantage 
can be derived from the ownership of almost anything, but under 
ordinary circumstances polluted water, for example, has no value 
because no advantage is obtained from owning it. 

The ability to produce some advantage is not enough to make 
a commodity valuable. There must be a demand for its services. 
Commodities that were valuable in the past and might still be capable 
of providing services become worthless, except perhaps to collectors, 
as they are replaced by more efficient substitutes. Solid rubber tires, 
for example, lost their value as they gave way to cheaper and more 
comfortable pneumatic tires. Similarly, while it would be possible 
to translate the Assessment Act into Spanish for Latin American 
assessors, no such translation has been made as demand for it is in- 
sufficient. If no individual is willing to give up resources to purchase 
a commodity, then, in an economic sense, it has no value. Any com- 
modity, regardless of the advantages it may provide, lacks value if 
there is no effective demand for it. 

Conditions of supply also affect value. The air we breathe is 
extremely useful; we all desire it and would be willing to pay for it if 
it were not available. But air exists in quantities more than sufficient 
fo meet all competing demands for it. Individuals need not take 
any time, expend any effort or use up any resources when obtaining 
its services. That is, there are no costs involved in its production. 
Furthermore, the large quantity of air available precludes the neces- 
sity for rationing air among competing users. As a result we need 
pay nothing for air; in economic terms it has no value and is said to 
be a ‘free good’. 

Scarcity as it influences conditions of supply must not be con- 
fused with the effects of scarcity on the demand for a commodity. In 
general the major influence of scarcity on value is felt through supply, 
i.e. the limitation of the quantity of commodity in relation to the 
total of competing demands. However, possession of a commodity 
known to be unique, or the supply of which cannot be increased may, 
regardless of its other characteristics, provide individuals who own 
it with a great deal of satisfaction. For example, many rare postage 
stamps and coins command high values simply because they are rare. 
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Thus the essential conditions necessary for a commodity to have 
value are: 


(i) Individuals see some advantage in owning it or otherwise mak- 
ing use of its services; 


(ii) It exists in limited quantities relative to the total demands for 
it Of ifs) Services, 


VALUE AND PRICE 


The economist’s concept of value, which measures value in terms 
of the rate at which one commodity exchanges for another, is not 
appropriate for assessors. They require a measure of value that is 
made in terms of a common standard. Economists have encountered 
the same difficulty with the concept of value and have adopted money 
as the common standard by which value can be measured. This 
measure of value can be expressed by the price, in terms of money, 
that a commodity commands in the market place. 

In view of the use of money as a medium of exchange, there is 
another definition of value that might be used. 

The value of a commodity is the price, in terms of a medium of 

exchange, that commodity is able to command in the market place. 

To use our example of nails and lumber once again—if one 
hundredweight of nails commands a price of $8, the value of the 
nails is $8 per hundredweight. Similarly, if 50 board feet of lumber 
also sell for $8, then the value of the lumber is $8 per 50 board feet. 
Changed conditions might lead to a new price for nails, for lumber 
or for both. Suppose, for example, that one of the following 
happened: 


(i) Nails rise to $16 per hundredweight; 
(ii) Lumber falls to $4 per 50 board feet; 


(iii) The prices of both nails and lumber rise, with the rise in the 
price of nails twice that of the price of lumber; 


(iv) The prices of both nails and lumber fall, with the fall in the 

price of lumber twice that of the price of nails. 

The final result is the same in terms of dollars—after the change 
in price a hundredweight of nails is twice as valuable as 50 board 
feet of lumber. 

For our purposes, price can be defined as follows: 

Price is the revenue, generally expressed in terms of money, that the 


owner of a commodity receives from the sale of one unit of the 
commodity. 
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In other words, price is the amount of money that expresses the 
value in exchange of a commodity. Economists regard price as the 
best measure of value. Since it is more concrete and more easily 
ascertained than value, it can be more readily adapted to economic 
analysis. 


REAL PROPERTY VALUE 


The attributes of real property that give rise to value and allow 
it to command a price in the market are the same as those for any 
commodity, i.e. 1t provides some advantages (satisfaction, pleasure 
or benefit) to individuals and it exists in limited quantities. Only the 
first of these characteristics of real property will be discussed here 
as the other is sufficiently obvious that it needs no elaboration. 

To say that real property provides some advantages to indi- 
viduals means that it is productive. This productivity is derived from 
the ability of real property to provide three basic services to man: 

(a) Shelter: 


(ii) Accommodation for various economic activities; 
(iii) Access to other activities. 


Not only do individuals desire the services provided by real 
property, but the supply of real property is limited relative to the 
competing desires for it. In order to obtain real property, people 
must be able to bid it away from its alternative uses. Indeed it is 
necessary to pay for these services before they are provided. Further- 
more, land in its natural state is generally of little or no use to 
individuals. The costs that must be incurred to convert land from 
its natural condition to a productive use generally establish a mini- 
mum value for land. 

The services associated with real property are provided by the 
entire property and cannot be allocated between land and building. 
Whereas a building provides shelter and accommodation, land pro- 
vides the support for the improvements and the location of the site 
provides access. An individual owns property because he wants all 
of these services. If he makes an offer to purchase, he values them 
as a unit, not separately. Thus the price an individual offers for a 


‘This statement does not preclude the possibility of making an alloca- 
tion of value between land and building after the value of the property has 
been estimated. Under no circumstances, however, can the sum of the portions 
differ from the value of the whole. 
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property is related to the value he places on the services he will 
receive from it. The price actually paid in a transaction may equal 
this value or it may be less. It will never be more. 

Although the services that can be provided by a property in a 
particular use do not depend on ownership, different individuals will 
not necessarily offer the same price for that property. This apparent 
anomaly can be explained as follows: 

(i) The value that different people place on the services of the 
property may vary; 
(ii) Individuals differ in their anticipations of the future. This 


influences the manner in which they convert future services 
into an offer price; 


(iii) The relative bargaining positions of buyer and seller and the 
alternatives open to them influence the intensity with which 
the services are desired. 


It should be apparent that the value of real property is not 
intrinsic, but rather results from the effects of a number of forces that 
influence the productivity of the property and affect the anticipations 
of prospective owners. These are grouped under the general heading 
of market forces. The manner in which these forces operate and 
prices are determined depends in large part on the nature of the 
market in which they act. 


Market 


To an economist, a market has two possible meanings. It may 
be an organization, not necessarily formally established, where pros- 
pective buyers and sellers are in contact to exchange commodities. 
Alternatively, an economist may regard a market as the area over 
which this organization extends or where its influence is predominant. 
We are concerned here with the first meaning. 

Markets for various commodities have evolved over time and 
their development has been influenced by the nature of the commodity 
being traded. Nevertheless, there are certain criteria by which the 
differences and similarities among various markets can be evaluated. 
The more important of these are: 


(1) The number of buyers and sellers; 
(ii) The nature of the commodity being traded; 
(ii1) The degree of contact between buyers and sellers; 


(iv) The information available to the buyers and sellers about the 
commodity and about substitutes for it; 


(v) The freedom of entry into, or exit from, the market. 
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In an attempt to illustrate the characteristics of any market more 
clearly, economists have developed the concept of a perfect market. 
A perfectly competitive market, when defined in terms of these 
criteria, must meet the following set of conditions: 

(i) There is a sufficiently large number of buyers and sellers to 

ensure that an individual transaction does not influence the 
price or otherwise affect the conditions under which other 


transactions are made. Each dealer (buyer or seller) in the 
market must accept the market price as he finds it; 


(ii) The commodities traded by each dealer are identical or 
sufficiently standardized that a consumer obtains the same 
benefits from the commodity regardless of where he purchases 
it; 

Gil) There is sufficiently close contact between buyers and sellers 
that any changes in price are immediately communicated 
among all dealers in the market. Each dealer can buy or sell 
in large or small amounts at a uniform price; 


(iv) Each dealer is aware of any and all information pertaining to 
the commodity and of any substitute products. This condi- 
tion ensures that prices change quickly in response to any 
changes in supply or demand; 


(v) There are no restrictions on the entry into, or exit from, the 
market. This condition ensures that if excess profits or losses 
result from changed market conditions, they will be rapidly 
removed by changes in the number of dealers. 


In its pure state, a perfectly competitive market is non-existent; 
however, the markets for certain agricultural products and for per- 
sonal services may approach the hypothetical perfectly competitive 
market. 


COMMODITY MARKET 


The following description of the automobile market is included 
to illustrate in an elementary fashion how an actual commodity 
market operates. 

The diagram shows a hypothetical situation in the automobile 
market. It is apparent from the demand curve that at a high price 
quantity demanded is low but increases as the price decreases. The 
supply curve shows that as price increases more suppliers will be 
attracted to the market. The shapes and the positions of the supply 
and demand curves show the existing market conditions. These con- 
ditions are the result of factors that need not be discussed. They in- 
clude the number of producers, the number of plants, the capacity 
of the plants and the desires of individuals for automobiles. It is 
assumed that these conditions do not change. 
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FIGURE 1 
THE AUTOMOBILE MARKET 


Price Demand Supply 
$3,000 | 


$2,500- 


$2,000 - 


$1,500 


$1,000 


$500 +- 


0 1 2 3 4 5 
QUANTITY 
(000) 


Suppose a new model is put on sale at $1,500. At that price 
the manufacturers are willing to sell 2,000 automobiles, but con- 
sumers are willing to buy 5,000. The disappointed purchasers are 
willing to pay more than $1,500 and they proceed to bid up the 
price. As the price rises the manufacturers produce more cars. The 
higher price will also lower the number of individuals who wish to 
purchase automobiles. Eventually a position will be reached where 
the consumers are willing to buy exactly the number of automobiles 
the manufacturers produce. 

Under the existing conditions this equilibrium price is $2,000 
and the equilibrium output is 3,000 cars. Equilibrium is reached at 
a particular price when potential buyers are willing to buy exactly 
the amount of the commodity the sellers offer for sale. So long as 
conditions do not change that equilibrium position will remain at 
$2,000 and 3,000 cars. The reader can determine for himself what 
would happen if the original price were $2,500 rather than $1,500. 

The market mechanism applies to the production, as well as 
the sale, of commodities. There cannot be production of goods and 
services without using labour, machinery and materials and land. 
In economic terms, these factors of production are classified as 
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labour, capital and land. They are influenced in the same way, and 
by the same conditions, as other commodities in the market. Land 
is attracted to a particular use by the opportunity for increased rent, 
labour by the prospect of higher wages, and capital by the possibility 
of earning greater interest. At the same time, a higher level of rent, 
wages or interest will tend to reduce the quantities of land, labour or 
capital that producers will want to use in making final output. 
Equilibrium is reached between buyers and sellers of the various 
production inputs in the same manner as it is in commodity markets, 
that is, when the price of the input is such that the amount offered 
just equals the amount demanded. 

Thus the concept of a market in which price is determined by 
the demand for the commodity, or factor of production, in relation 
to its available supply is basic to all aspects of economics. Through 
prices and price changes the markets of a competitive company 
carry out three essential functions :* 


(1) They determine what commodities shall be produced; 
(ii) They determine for whom these commodities shall be produced; 


(iii) They determine how the factors of production shall be com- 
bined to produce each commodity. 


THE REAL PROPERTY MARKET 

Few real world markets operate as smoothly as that depicted in 
the previous sample. In particular, the market for real property 
operates much less efficiently than the automobile market illustration 
might suggest. The characteristics of the real property market differ 
significantly from those of the perfectly competitive market in several 
important respects: 


(1) Except for real estate brokers, some financial institutions and 
large scale developers, there are few regular dealers in the 
market. Generally, there are more prospective buyers than 
sellers, thereby permitting sellers to discriminate on the basis 
of price. This is particularly true for newly developed proper- 
ties; 

(ii) Every commodity traded in the market is unique. Differences 
in location are accentuated by differences in architecture, size, 
Style, etc.; 

(iii) There is inadequate information available on which compari- 
sons of property and analysis of market conditions can be 
made. This lack of information results from: 


*Samuelson, P, A., and Scott, A., Economics, Canadian Edition, McGraw 
Hill, 1966, p. 40. 
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—the unique location of each property, 

—the durable nature of property improvements, 
—the lack of contact between buyers and sellers, 
—the inexperience of most market participants, 
—the infrequency with which transactions occur; 


(iv) Since initial costs are so high, it is difficult for new developers 
to enter the market. Consequently, in periods of excess demand, 
developers and other sellers in the market may earn abnormal 
profits over an extended period of time; 


(v) The lengthy process involved in making property available for 
sale leads to sluggish changes in supply in response to changes 
in demand. The opportunity for abnormal profits among sellers 
is thereby accentuated; 


(vi) The high cost of real property in relation to other commodi- 
ties, and the consequent mortgage arrangements made to 
finance a purchase over a period of time, complicate market 
operations. This means that a prospective buyer must concern 
himself with the state of the mortgage market as well as the 
real estate market when making a purchase; 


(vii) In most markets a number of dealers, who are interested in 
changes in price rather than the services of the commodity, will 
act as speculators. The other imperfections in the market make 
speculation in real estate a profitable operation. As a result, it 
is sometimes difficult to determine whether particular sale 
prices reflect the productivity of properties or merely the 
expectations of speculators that prices will change in the 
future. 


MARKET VALUE IN AN IMPERFECTLY COMPETITIVE MARKET 


An economist uses the term ‘market value’ synonymously with 
‘market price’. If the market under consideration is perfectly 
competitive, market price will be identical with sale price. How- 
ever, if it is imperfectly competitive—as is the real property market 
—sale price may not be identical with market price and thus may 
differ from market value. In imperfectly competitive markets a trans- 
action may reflect what a typical investor will pay for a commodity; 
however, there is no necessity that it should. Each transaction must 
be examined to determine whether the sale price reflects the antici- 
pations and forecasts of the typical investor. In the event that it does 
meet these conditions, the sale price should be accepted as a measure 
of market value. If it does not reflect the typical transaction, the 
sale price must be rejected as a measure of market value. It is, of 
course, possible to make adjustments to the sale price so that it does 
reflect market value, provided the adjustments reflect the actual 
market conditions, 
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The Basis of Assessment Valuations 


A valuation made for assessment purposes should reflect the 
judicial definitions of actual value, the characteristics of the real 
estate market and the concept of value used by economists. 

It is apparent from the judicial definitions of actual value that / 
the assessor must estimate market value when making his valuation. / 
The definition is based on the assumption that the market observed is _ 
an open market, that is, one in which the competitive forces are” 
operating. A further assumption is that the assessor’s valuations are 
objective—at least to the extent that objectivity is possible in a 
market where relevant data may be sparse. In other words, the 
assessor’s valuation should reflect what the typical investor would 
pay for a property. 

The need for objectivity in valuations makes it imperative that 
assessments be made in the context of current market conditions. 
Thus the assessor must have a complete understanding of the market 
in his jurisdiction. Since the real property market is imperfectly 
competitive, valuations based on current market behaviour will, and 
should, reflect imperfectly competitive conditions. An assessor who 
attempts to make his assessments in the context of a perfectly com- 
petitive market reduces the objectivity of the valuation by making 
inordinate use of his personal opinion. The injection of biases into 
the valuation when such attempts are made is inevitable, as it is 
impossible to secure a consensus as to what will happen in a market 
situation that does not exist. 

To an economist the best measure of market value, regardless 
of whether the market is perfectly or imperfectly competitive, is the 
price at which a sale occurs. Under perfectly competitive conditions 
such a price is accepted as the only measure of market value. When 
market conditions are imperfectly competitive, the relationship 
between market value and price is not so direct but the price at Y 
which a sale occurs is the best evidence of market value. The con- 
ditions surrounding the sale must be examined to determine if the 
sale reflects the behaviour of the typical investor in the current 
market situation. Only if the sale price satisfies these criteria will 
it be accepted as a measure of market value. 

In view of the judicial definition of actual value as market value, 
of the imperfectly competitive conditions that characterize the real 
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property market and of the economist’s concept of market value suit- 
able for an imperfectly competitive market, it is possible to define 
market value in a way that is appropriate for assessment valuations. 


The market value of a property is the price at which a sale is most 
likely to occur.® 


This definition of market value is recommended for use by all 
assessors in Ontario. It provides the basis for the analysis of valua- 
tion methods in this volume. 

The definition of market value presumes there is, in fact, a 
market in which properties of a particular type or use are actively 
bought and sold. There will, of course, be instances when an assessor 
is expected to value properties for which there is no market. In such 
circumstances the assessor must estimate a value that, in his judg- 
ment, would be the market value if a market did exist. 

In its decision dealing with the Sun Life case, the Judicial Com- 
mittee of the Privy Council considered this point. 


66 


. . where, as here, there is no actual market for the building, the 
assessor must endeavour to arrive objectively at a supposed exchange 
or competitive market value.’’* 


°This definition owes much to the analysis of real estate valuation in 
R. U. Ratcliff’s Modern Real Estate Valuation, The Democrat Press, Madison, 
Wisconsin. In his analysis Ratcliff defines market value as “most probable 
selling price.” 


Montreal v. Sun Life Assurance Co. of Canada (1952) 2 D.L.R. at 81. 


CHAPTER II 


THE VALUATION PROGRAMME 


Pactual value must be . < .-a matter of judgment exercised 
after determining every item that affects the value of the par- 
ticular immovable under consideration.” 


ihesbishop, or Victoria v. City of Victoria, (1933) 4 D.L-R. 
524. 


cited by 

Estey, J. in Sun Life y. City of Montreal, (1950) S.C.R. 220 

BUiZ 2. 

The valuation programme, whether it is undertaken by an asses- 
sor or an appraiser, is largely determined by the method of valuation 
employed. Often referred to as the appraisal process, a valuation 
programme involves the systematic and logical collection of data, the 
analysis and interpretation of those data and the estimation of market 
value. Since assessors must make valuations for a large number of 
properties in a limited period of time, they are forced to compromise, 
to some extent, between using refined valuation methods and com- 
pleting the assessment roll in the prescribed period. Such a compro- 
mise need not, and should not, lead to an inferior valuation. Indeed, 
a mass valuation programme has an important advantage over an 
individual valuation prepared by an appraiser as it provides the 
assessor with more extensive market data than any individual ap- 
praiser can possibly collect. 

In a mass valuation programme such as that undertaken by an 
assessor, a preliminary survey should be made to obtain a general 
familiarity with the area and to determine the order in which the 
work will be done. While the survey is being made a procedure for 
data collection should be established. Much of the data, such as those 
provided from the Registry and Land Titles Office, the Municipal 
Building Inspector and the local sales recording service, can be 
collected and posted to appraisal cards by clerical staff. The rest of 
the data, which are provided by interviews and inspections of the 
properties, should be gathered and recorded by the ‘field’ assessors. 

An estimate of market value is a prediction, made in the light 


1S 
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of what has already happened, of the likely current sale price of a 


property. In order to estimate market value the assessor must gather 


historical data which will provide him with a basis for predictive 


purposes. It is the responsibility of the assessor to analyze or inter- 


pret these data in such a manner that he can predict the market value 


of each property in his jurisdiction. He should keep the following 


points in mind when selecting the data that will be useful to him: 


a 


é 


(i) 


(ii) 


(11) 


The value of a property is not intrinsic; it is determined by the 
anticipations and decisions of individuals dealing in the real 
property market; 


The value of a property is a function of: 

—the value of the services derived from the property; 

—the expectations of individuals and the manner in which they 
value the services derived from real property; 

—conditions in the market, for example, the relative scarcity of 
acceptable substitutes and the level of demand; 


The indicators of market value are: 

—the sales of the property or of properties comparable to it; 
—the capitalized value of the income produced by the property; 
—the cost of providing a comparable property. 


There are three broad classifications of data that are needed by 


the assessor in order to analyze activity in the real property market. 


Ca 
) 
{ 
A 


(1) Sales—The sale of a property is a direct estimate of the value 


(ii) 


(111) 


that the market places on the property. The sale price, which 
reflects the supply of, and demand for, the property at a given 
point in time, is a measure of the value of the benefits that can 
be derived from the property. That is, sale price is a measure 
of the productivity of the property under given market condi- 
tions; 

Income—The money produced by a property reflects the price 
that the market places on the annual value of the benefits 
derived from it. The income, when properly capitalized, pro- 
vides an estimate of the value of the property; 


Cost—The cost of production of a property is not directly influ- 
enced by the supply of, and demand for, benefits derived from 
the property. It provides a useful indication of market value 
since the market values of new properties will seldom be less 
than their costs of production. On the other hand, cost of acqui- 
sition provides an estimate of the maximum amount an investor 
will pay to obtain a new property that produces benefits of a 
given value. 


There are three methods of valuation, each of which can be 
recognized by the data on which it is based: 
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(i) The comparative sales method is the most realistic of all valua- 
tion methods. The larger the number of sales of similar proper- 
ties that occur, the more useful this method becomes; 


(ii) The income capitalization method is excellent for valuing 
properties that produce a money income to the owner; 


(iii) The replacement cost less depreciation method can be applied 
to all types of buildings. The major weakness of this approach 
is that it does not measure property value directly. 

Data from each of these methods should be gathered and ré-) 
corded separately so that, whenever necessary, the value estimates 
produced by them can be checked against one another and the final 
value estimates of market value substantiated. The analysis of the 
data should not be completed until all the available information has 


been accumulated. Certainly, conclusions should not be drawn until | 


all the data have been assembled and examined. A 

The value estimates produced by the three methods of valuation 
will not coincide exactly even though they are estimates of the same 
thing—market value. Essentially, discrepancies will arise because 
there are imperfections in the market. If the economy were perfectly 
competitive, the estimates produced by all three methods would be 
identical. 

Inadequate data, which may even preclude the use of one or 
two of the methods, is another reason for discrepancies in the various 
estimates. Whatever the reason, the estimates from each method 
should not be averaged arithmetically to produce a final estimate of | 
market value. To be valid, the estimates of market value can be / 
substantiated only if the estimates from each method are compared 
and weighted according to the adequacy of the information available. ) 

The valuation programme thus consists of five steps, each of 
which is a separate and distinct function: 

(i) Make a preliminary survey of the properties; 

(4i) Record all available data; 

(iii) Analyze the data to obtain value estimates; 


(iv) Substantiate the value estimates; 
(v) Make final estimates of value for each property. 


lL. 


CHAPTER III 


COMPARATIVE SALES METHOD OF VALUATION 


“The various factors” (required to be considered in estimating 
value) “mentioned are merely such as would be taken into 
consideration by a prudent buyer or seller. Such being the 
case, a record of sales is considered the measure of actual 
value as the buyers, presumably after due consideration of all 
factors, are willing to back their judgement to the extent of 
paying out their money.” City of Owen Sound and Lorne J. 
Boyle, 1949, 44 A.R./O.M.B. 124, 125. 


The analysis of sales of comparable properties is the most 
objective means of estimating market value since it requires the fewest 
adjustments to market data. The most direct evidence of the market 
value of a property is the price at which it sells in a transaction. 
Equally important, sale prices can be used to estimate the market 
value of comparable properties which have not been involved in 
transactions. 

Obviously, the most critical aspect of the comparative sales 

—, method of valuation is the question of what constitutes comparability. 
This problem resolves itself into three parts: comparability of prop- 
erties, comparability of transactions and comparability of market 

Da conditions. Each of these aspects must be carefully analyzed before 
the comparative sales method can be used with any degree of con- 
fidence. 


Comparability of Properties 


A meaningful analysis of property sales is contingent upon the 
assessor's Classifying the properties so that like is compared with like. 
No two properties are identical, if for no other reason than that each 
occupies a unique position on the earth’s surface. Despite this loca- 
tional consideration, a large proportion of properties have common 
characteristics and may be regarded as comparable for purposes of 
sales analysis. The characteristics which are, in fact, significant in 
any municipality are determined by the actions of buyers and sellers 
in the market. Some factors, such as the use and the location of the 
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property, are always relevant; the importance of others will vary in 
response to conditions in the market and to changes in these con- 
ditions. It is the assessor’s responsibility to determine the significant 
factors in his jurisdiction. 

For example, in periods of strong demand when there is a 
‘seller’s market’, potential purchasers may not be as discriminating 
as they would be in periods of excess supply. Whereas a suburban 
home without a finished recreation room might sell for almost the 
same amount as one with a recreation room when the level of demand 
is high, a potential buyer for such a home would expect a discount 
if there were an excess of suburban homes on the market. 

The criteria for establishing comparability of properties dis- 
cussed in this section are: use of the property, characteristics of the 
neighbourhood in which the property is situated, location of the 
property, site or, in the case of rural properties, soil conditions of the 
property, and buildings on the site. These factors have been signifi- 
cant in the past; whether they are still significant in particular mar- 
kets, whether there are other considerations, and whether those that 
are relevant now will remain so, are questions each assessor must 
answer for his own jurisdiction. 


USE 


The most obvious property characteristic for purposes of com- 
parison is its present use. Classification according to use is essential 
because the motives of buyers and sellers of residential properties 
are different from those of investors in commercial, industrial and 
rural properties. Similarly, the considerations which influence in- 
vestors in each of these other types of property differ according to 
actual or prospective use. Within each of these broad classifications 
it may be necessary to segregate various sub-classifications, such as 
single family detached, row or multi-family housing within the general 
category of residential. Additional reasons for classification accord- 
ing to use will become evident as the other criteria of comparability 
are noted. 


NEIGHBOURHOOD 


The purpose of this section is to list those factors which an 
assessor can use to identify the various neighbourhoods in his muni- 
cipality. It is not expected that he should prepare a neighbourhood 
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study for every property he includes in a sales comparison analysis. 
However, if the neighbourhoods have been identified and their char- 
acteristics noted, the assessor can compare properties from several 
similar neighbourhoods and be more confident that his comparisons 
are valid. 

A neighbourhood is a district of a municipality that serves a par- 
ticular purpose. The type and size of a neighbourhood are largely 
determined by its location in relation to other districts in the muni- 
cipality. The majority of properties in a neighbourhood are subject 
to the same economic forces and most property values rise or fall 
together. Any neighbourhood—whether residential, commercial, in- 
dustrial or rural—can be analyzed on the basis of three factors: 


(i) Physical environment; 
(ii) Government regulations; 
(iii) Personal characteristics of the owners and residents. 


Physical environment: The physical environment of a neighbourhood 
is the result of both natural conditions and human activity. The 
natural conditions most significant for neighbourhood development in 
urban areas are topography and load-bearing qualities of the soil; 
in rural areas, topography and soil fertility are most relevant. 

Topography, often the determinant of neighbourhood bound- 
aries, can serve as either a stimulus or deterrent to development 
within a particular geographic area. Extremely rough terrain or in- 
adequate load-bearing qualities of the soil may lead to such high 
costs of construction that any kind of development is precluded. 
Areas of fertile soil are generally developed for agricultural purposes 
ahead of those where the soil is less productive. 

The effect of topography on neighbourhood growth depends on 
the predominant use of the area. Residential development is attracted 
to areas of gently rolling or even rough terrain in order to cut down 
on monotony and to take advantage of the scenic qualities; commer- 
cial and industrial development tends to locate on flat land where 
servicing and construction costs are lower; agricultural development 
will locate on flat or gently rolling land where crop cultivation 
is less expensive. 

Human activity exerts a most important influence on the physical 
environment of a neighbourhood. The location of the neighbourhood 


COMPARATIVE SALES METHOD OF VALUATION/19 


in relation to the business, social and other forms of activity through- 
out the municipality is one of the most significant characteristics. 
Development is encouraged in those neighbourhoods where the pre- 
dominant land use is similar and/or compatible with that in con- 
tiguous districts; conversely, it may be discouraged if it is not com- 
patible or is competitive. The accessibility of the neighbourhood to 
related types of development, for example the distance from a resi- 
dential neighbourhood to shopping districts, will affect development. 
The influence of human activity is also reflected by: the type and 
architectural style of buildings; the type of secondary, or service, 
development; the adequacy of public facilities and the degree to 
which nuisances as well as health and safety hazards are present. 
All of these have significant effects on the rate of neighbourhood 
growth and the type of growth that will occur. 

The term ‘business characteristics’ refers to those factors that 
affect the level of economic activity in the neighbourhood and thus 
the development of the neighbourhood. They have less relevance for 
residential districts than for commercial, industrial and agricultural 
areas. Business characteristics include the productive capacity of 
the various enterprises in the neighbourhood, the level of demand for 
the output of the enterprises, the amount of competition for the 
enterprises and their ability to withstand competition. Generally 
speaking, it is not essential for an assessor to prepare comprehensive 
market analyses of the enterprises in a neighbourhood. However, 
he should understand business characteristics well enough that he 
can anticipate trends of growth or decline and account for them in 
his valuations when they are reflected in sales and rents. 


Government regulations and taxes: Municipal government is the 
most interested and most active of all levels of government in encour- 
aging efficient development of neighbourhoods. In order to implement 
their development policies, municipal councils enact legislation such as 
zoning and sanitary regulations, planning by-laws, subdivision controls 
and building and fire prevention codes. If this legislation is carefully 
prepared, and efficiently administered, and reflects economic and 
environmental conditions as these are interpreted by residents and 
investors in the neighbourhood, development in that neighbourhood 
will be encouraged. On the other hand, if the legislation is poorly 
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drafted or administered, or if it ignores underlying conditions, 
development can be seriously hindered. 

The burden of municipal taxes can have important effects on 
neighbourhood development. The concept of tax burden includes 
more than the absolute level of taxes per property; it takes into con- 
sideration the ratio of tax payments to the amount of municipal 
expenditures on services and other benefits for each ratepayer. In 
those neighbourhoods where the ratio is high—a level of tax equal 
to or greater than the level of expenditure—or where the ratepayers 
and potential investors believe it to be high, development may be 
retarded. Where the ratio is lower or where the level of taxes is 
below that of expenditures, development is encouraged. 


Personal characteristics of the residents: These considerations are 
essentially subjective as they relate to human attitudes, outlooks and 
prospects. Whenever an assessor is analyzing personal characteristics, 
he must attempt to interpret the feelings of the residents without 
letting his own emotions intrude. Historically, neighbourhoods in 
which the population is homogeneous and relatively young attract 
new investment and development more rapidly than similar neigh- 
bourhoods where the average age of the residents is higher, or where 
the population is mixed in some way—perhaps racially, according to 
religious persuasion or on the basis of income levels. 

The attitudes of the neighbourhood residents—toward law and 
order, toward maintaining their property, toward the future of the 
neighbourhood, as well as toward their neighbours—can have im- 
portant influence on neighbourhood development. These attitudes are 
not usually reflected directly in sales but they do impress would-be 
investors and in that way influence development. 


LOCATION OF THE PROPERTY 


The importance of the various locational characteristics of a 
property is largely influenced by the use of the property, but there 
are three factors that apply in one degree or another to all land uses: 


(i) Compatibility with the predominant land use in the neigh- 
bourhood; 


(11) Access to transportation facilities: 


(iii) Quantity and quality of municipal services. 
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A property used for a purpose incompatible with the pre- 
dominant use in a neighbourhood will generally have a lower value 
than a similar property in another neighbourhood where the use is 
compatible. Such properties will also have an adverse effect on the 
value of adjoining properties in the neighbourhood because of the 
nuisances and hazards they create. There are exceptions to this 
general statement. For example, retail or drug stores in a residential 
neighbourhood may benefit from a monopoly position and cause 
little in the way of nuisances or hazards to neighbouring properties. 

Access to transportation facilities is always an important in- 
fluence on property values although the types of facilities that are 
important vary according to the use of the property. 

Similarly, while every property requires at least a minimum level 
of municipal services, use will determine the services required as well 
as what constitutes a minimum level. 


Residential: The locational characteristics that affect the value of 
residential properties are largely the result of personal tastes—much 
more so than is the case for commercial or industrial properties. 
In general, an individual tries to select a home in a location which 
minimizes his inconveniences, or more optimistically, maximizes his 
satisfactions. Since the tastes of individuals as to what is incon- 
venient and what provides satisfaction vary widely, the choices of 
satisfactory locations also differ considerably. This is not to say 
that the locational advantages of a residential parcel cannot be 
identified. They can, and among the more important of them are: 

(1) Access to major sources of employment; 

(ii) Access to major shopping and service areas; 

(iii) Access to neighbourhood shopping and service stores; 

(iv) Access to schools and churches; 

(v) Access to parks and recreational areas; 


(vi) Distance from sources of safety and health hazards, and from 
nuisances such as noise and smoke. 


Commercial: The locational requirements of individuals operating 
commercial enterprises are related to business considerations; more 
specifically, they attempt to choose locations that maximize their 
profits. The considerations which influence their locational decisions 
include: 

(i) Proximity to prime shopping areas; 

(ii) Proximity to areas of heaviest pedestrian traffic; 
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(iii) Proximity to major competitors 
(a) within the neighbourhood, 
(b) in other neighbourhoods; 

(iv) Proximity to parking facilities; 

(v) Access to residential areas which supply their work force as 
well as the customers for their products. 


Industrial: The locational decisions of industrialists are also influ- 
enced by their efforts to maximize profits. The various criteria which 
interest them include: 

(i) Proximity to sources of labour; 

(ii) Proximity to market areas; 


(iii) Proximity to sources of raw materials and power; 


(iv) Access to transportation facilities for the distribution of their 
product, and for the convenience of their employees; 


(v) Access to adequate parking facilities. 


Rural: Two aspects of location affect the value of rural properties. 
First, soil conditions vary from one district to another; these con- 
ditions can be determined from soil and topographic maps as well 
as through soils analyses. The second important aspect of location 
is concerned with the proximity of a particular farm to: 

(1) Product markets; 


(ii) Farm supply centres; 
(iii) Schools, shopping areas, religious and recreational facilities. 


Locational factors are, for the most part, less tangible than 
other factors and their influence on value varies from one area to 
another. Assessors should attempt to incorporate accessibility, 1.e. 
locational factors into their classification systems; the quality of 
available data will determine whether this can be done as easily as 
for factors such as use, site and building. 


SITE AND SOIL CONDITIONS 


With regard to urban land the most important site consideration 
is its suitability for its present use and its adaptability to some other 
use. The factors that must be examined when analyzing this question 
are: 

(i) Terrain, or topography of the site; 
(ii) Load-bearing qualities of the soil; 
(iii) Shape and dimensions; 
(iv) Landscaping (more important for residential properties) ; 
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(v) Street frontage (more important for commercial properties) ; 
(vi) Size or area (more important for industrial properties) ; 
(vii) Homogeneity with other sites in the neighbourhood. 


The general meaning of all these factors, with the exception of 
homogeneity, is fairly clear and will be discussed in connection with 
various property uses. However, homogeneity of site does require 
some explanation, which can best be done by an example. A com- 
mercial property with a narrow street frontage will be at a greater 
disadvantage in a neighbourhood where the other parcels have wider 
frontages than it will in one where the typical frontages are narrower. 
Similarly, although a rough or rocky residential lot will suffer in 
comparison to other lots in a subdivision where the average lot is 
more level and free of rocks, it may suffer no relative loss in value 
if the typical lot is also rough. Once the assessor has determined 
the characteristics of the typical site in a neighbourhood he will be 
able to better interpret sale prices which reflect unusual features of a 
site and to make more valid adjustments for these differences. 

There are three further aspects of site that are relevant for all 
urban uses: 


(1) Topography—rough terrain may increase building costs; 

(11) Load-bearing qualities of the soil—where these are poor, 
construction costs are increased and, in some instances, de- 
velopment of the site may be precluded; 


(iii) Quality of municipal services—the value of properties lacking 
any of the usual ground services may be discounted by 
prospective purchasers. 


Residential: There are two site features, other than those already 
noted, which may influence the value of residential properties: 


(1) Shape—has less importance for residential land than for other 
land uses but extremely narrow lots may be discounted in the 
market as may any unusually shaped lot which is difficult to 
service or to develop; 

(ii) Manner in which it is developed—a lot which is over-improved 
or under-improved will generally be discounted in the market 
as will one where development is not in accord with zoning 
rgulations. A site which is well cared for and properly land- 
scaped may receive a premium in the market; 


Commercial: There are three site requirements particularly impor- 
tant for commercial properties: 


(1) Shape—the most important consideration is that the enter- 
prise have sufficient street frontage to display products. For 
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this reason corner lots generally command a premium on the 
market; 

(ii) Presence of an alley or back lane—a lot with a back lane 
leads to more efficient shipping and receiving of goods; con- 
sequently such a lot generally commands a premium; 


(iii) Zoning or other regulations for development—value is en- 
hanced if these are well prepared and efficiently administered. 
For example, they may restrict encroachment of competing or 
undesirable uses. 


Industrial: The physical characteristics as well as the size of the site 
are the most important non-locational site requirements for indus- 
trial land. They are significant because the value of industrial land 
depends in part on the types of activity to which it can be adapted. 
Since a great deal of industry is highly specialized, it 1s more difficult 
to generalize about the site requirements of industrial land than any 
other land use. 
There are two requirements, common to all forms of industry, 
which should be noted: 
(i) Shape and size of lot—access to transportation facilities and 
sufficient area for expansion and employees’ parking needs will 
command a higher price in the market; 


(ii) Zoning or other regulations over development which may limit 
the use of the property; 


Rural: The value of rural property is a function of agricultural produc- 
tivity. The most important element in determining productivity is 
the condition of the soil; thus one of the most important requirements 
for valuing rural properties is a classification of soil characteristics. 
Sales analyses of rural properties must incorporate comparisons on 
the basis of soil characteristics. A soil classification system for agri- 
cultural land is set out in Appendix A. It is based on four principal 
criteria: 


(i) Climate—determines the length of the growing season and thus 
is a major influence on what crops can be grown. Climate can 
be regarded as a constant for most of Southern Ontario; it is a 
serious constraint on agriculture in Northern Ontario; 

(ii) Soil texture—refers to the relative amounts of sand, silt and 
clay in the soil. It is a major influence on the type of crops 
that can be grown as well as on crop yield. Texture varies con- 
siderably across Ontario; 

(iii) Topography—the major considerations here are drainage and 
susceptibility of the fields to erosion and/or flooding. Adverse 
topography can be compensated for by means of irrigation and 
terracing; 
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(iv) Drainage—refers to the circulation of water and air in the soil. 
Inadequate drainage can be compensated for by irrigation. 


Soils that are well endowed with any or all of these character- 
istics will, in general, command higher prices than similarly located 
but less productive land. 


BUILDINGS 


The major influence on the market value of improved urban 
properties is the building on the site. With the exception of prop- 
erties purchased for immediate redevelopment, this condition holds 
for all uses regardless of location. In the case of redevelopment the 
purchaser is not interested in the type or condition of the improve- 
ments except as they influence demolition costs. Bearing this quali-” 
fication in mind, it is clear that any analysis of properties for sales 
comparison purposes must include comparisons based on. buildings. 
The classification system incorporated in the Handbook of Cost 
Factors, published by the Department of Municipal Affairs, is the 
recommended method of classifying buildings for comparison pur- 
poses. 

The classification system in the Handbook is based on five cri- 
teria for comparing buildings. This system has an important advantage 
in that it enables the assessor to identify easily those features of a 
building that are most relevant in influencing market values. These 
criteria, which are described in more detail in Appendix B and in the 
Handbook are: 

(i) Design type—the design type factor indicates the use for which 

the building was originally designed, 1.e., residential, commer- 
cial, industrial, agricultural, or institutional. These classes may 


be subdivided into such categories as single family residential, 
multi-family residential, store, garage or office building; 


(ii) Character of construction—this factor identifies the type of 
framing (supporting columns and beams), walls, floors, roof 
structure and fireproofing. Any building will fall into one of 
four categories or classes depending on its type of construction. 


Class “A” designates the most durable and fire-resistant type of 
construction and thus the most expensive to build. The other 
classes are decreasingly durable and increasingly combustible. 
Class “D” is the least durable, the most combustible while, at 
the same time, the least expensive to build. Most houses are 
either Class “D” or class “C”. Class “A” and Class “B” build- 
ings are generally office or institutional buildings; 


f 
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(iii) Quality of construction—the quality factor examines each type 
of construction, as determined by the character of construction, 
in more detail. There are ten quality classes for each type of 
construction, ranging from class 10, which is built of the highest 
quality of special features and refinements, to class 1 which 
includes inexpensive cabins and summer cottages; 

(iv) Shape—the shape factor recognizes that the shape of a building 
influences the cost of construction per square foot of floor area. 
The least expensive building is a square structure since it 
requires fewest lineal feet of perimeter wall per square foot of 
floor area. There are four shape factors in the classification 
system; 

(v) Size—the size factor recognizes the inverse relationship between 
size and cost per square foot of floor area. That is, the smallest 
building in any particular class will have the highest construc- 
tion cost per square foot of floor area. The reason for this 
relationship 1s two-fold: 

(a) the cost of basic utilities needed for a class of building is 
largely independent of size; 

(b) a unit increase in floor area requires less than a unit 
increase in perimeter wall, e.g., an increase in floor area 
of four times, from 400 square feet to 1,600 square feet 
requires Only twice as much perimeter wall, from 80 feet 


ie to 160 feet. 


The most significant aspect of the classification system is that 
it incorporates building construction costs into the analysis of com- 
parative sales. Without these costs only buildings similar to those 
that have been sold can be included in a comparative sales analysis. 
However, by using the classification system and the rates in the 
Handbook, buildings unlike those that have been sold can be com- 
pared and an estimate of their market value made. The costs in 
the Handbook do not provide an estimate of the replacement cost 
new of a building; they are included in the Handbook because con- 
struction costs provide a ‘common denominator’ for all buildings— 
they provide a base for estimating the market value of the building. 


bem) 


ime The rates in the Handbook are based on construction costs in 


Metropolitan Toronto and show the cost of construction—not the 
market value—of a particular class of building, say a D-6-A house, 
in Toronto in the base period. When an assessor anywhere in the 
province classifies a D-6-A house and applies the appropriate rates 
to it, he shows only what it would have cost to construct it in Toronto 
in the base period. In order to estimate the market value of that 
house, he must apply a local sales modifier, which shows the relation- 
ship between these construction costs and the sale price of a new 
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building in his municipality as of a given date. The manner in which 
a local modifier is constructed is explained in Appendix C. 

Experience indicates that within a municipality the local modi- 
fier does not vary significantly among classes of buildings of a par- 
ticular use. If the local modifier, say 125, has been determined on 
the basis of an examination of D-6-A houses, it is assumed that 125 
is the local modifier for all houses in the municipality. Therefore a 
property similar to those in a comparative sales analysis in all respects 
except class of building can be included in the analysis. The cost 
factors in the Handbook are applied to the building. Then the total 
cost of construction is adjusted by the local modifier to provide an 
estimate of the market value of a new building of that class. If the 
building has suffered depreciation, a depreciation allowance is made 
and the final result is an estimate of market value for the particular 
building. The market value of the property is then estimated on the 
basis of comparative sales. 

It may be that one local modifier can be applied to all buildings 
in a municipality. However, a sales modifier based on a sample of 
residential buildings should not be applied to non-residential buildings 
unless it can be shown that the modifier does represent the difference 
between cost factors in the Handbook and the sale prices of such 
buildings. Of course, if there are insufficient sales to develop a local 
modifier for non-residential buildings, the modifier developed from 
residential sales must be applied to them. 


UNITS OF COMPARISON 


There is no universal pattern which the assessor may use to 
compare properties. Dwelling units may be compared on the basis 
of an almost unlimited number of variables such as: location, type of 
construction, number of storeys and age. Hotels and motels are 
sometimes compared on the basis of the number of rentable rooms, 
room rents and beverage room gallonage. Square feet of selling area, 
front feet of display area and gross rents are well known methods 
of comparing rental properties. The assessor must examine the entire 
real estate market in his locality to determine the units of comparison 
used by buyers and sellers for each type and use of property, and 
base his comparisons on these. 
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In residential neighbourhoods, value estimates are often con- 
verted from value per lot to value per foot of street frontage. In 
commercial areas, the unit most commonly used is value per foot of 
street frontage, but value per square foot of developed area or of 
selling area is also widely accepted. In industrial areas, value per 
square foot of developed area is often used, while in rural areas, the 
only widely used unit is value per acre. The conversion of value 
estimates into unit values often facilitates the recognition of such 
basic considerations as trends in the movement of land values. 

The decision as to whether value estimates should be converted 
into unit values and, if so, what units should be chosen, should be 
based upon how investors purchase properties. For example, con- 
version of residential land value estimates from a per lot basis to a 
per front foot basis is useful only if residential land is purchased on 
that basis. 

In the situation shown in Figure 2, conversion is justified since 
it indicates a common measurement of land values. Figure 3 illus- 
trates a situation in which comparisons should be made on a per lot 
basis; conversion to any other unit of comparison would only confuse 
the issue. 


FIGURE 2 


< —— $50.00 per front foot ———> <_-——— $50.00 per front foot ————_> 


A further refinement of unit values advocated by many assessors 
is the construction of width, depth and corner influence tables. The 
justification for these tables is the feeling that there are patterns of 
land values consistent with the widths of lots, with their depths, and 
with the locations of the lots in relation to street corners. An assessor 
determines the typical width and depth of a lot in a particular neigh- 
bourhood. On the basis of sales he assigns basic unit values to the 
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FIGURE 3 


$37 $50 $37 $43 $43 
(per front foot) (per front foot) 


$3,000. 
(per lot) 


een ee 60 et 8 ee 0 0 ee aoe 


width and depth of this lot. He then compares each lot he values 
with the typical lot and makes adjustments to the value estimate of 
the lot for any differences in width or depth between it and the 
typical lot. In general, the width and depth tables discount the unit 
values of these portions of a lot which are in excess of the typical 
lot. For example, suppose the typical lot has a street frontage of 50 
feet and the estimated unit value is $20 per front foot. If the lot 
being valued has a 60 foot frontage, the middle 50 feet are valued at 
$20 per front foot and the five feet on either side at something less 
than $20. 

Corner influence tables purport to show how land values decline 
as one moves away from street corners. Corner influence tables may 
show the decline in absolute terms such as a decline from $50 per 
front foot at the corner to a value of $10 per front foot in the middle 
of the block, or the decline may be shown in percentage terms with 
corner values of 100% and the mid-block values as a percentage, 
e.g., 60% of the corner value. It is also possible, of course, to show 
width and depth tables in percentage terms. If the assessor is con- 
vinced his tables reflect the market accurately, he can use them as a 
substitute for sales in neighbourhoods where sales and income data 
are scanty or non-existent. 

Width, depth and corner influence tables should be used only 
when the assessor discovers consistent patterns of land values that 
can be reflected by the tables. The tables should be used with care 
and discrimination. Since they are based on sales, they should be 
continually checked against sales. Properly used, tables provide an 
accurate picture of the distribution of land values in a neighbourhood. 
Improperly used, i.e., not related to market data, they provide only 
a meaningless exercise in arithmetic. 
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MULTIPLIERS 


An extremely useful method of comparing income properties is 
the gross rent, or gross income, multiplier which analyzes compara- 
bility on the basis of the ratio of gross rent to sale price. The gross 
rent multiplier technique is so widely used for apartment buildings 
and motels that it is often referred to as a fourth method of valua- 
tion. However, it is a technique for estimating the value of a property 
on the basis of the sale price of comparable properties.) The ratio of 
gross rent to sale price is merely another criterion of comparability) 

No confidence can be placed in the results of an analysis based 
on gross rent multipliers unless the properties are first classified 
according to use and location. Once this has been done and com- 
parability of properties determined on the basis of these criteria, 
the multipliers for each classification are calculated. 

The multiplier for each class of property is derived from market 
data—the sale prices and gross rents of each property in the samples 
selected from these property classes. The multiplier is determined 
by selecting the median ratio of gross rent to sale price, not by 
taking an arithmetic average of the ratios. Once a multiplier has 
been calculated for each class, it can be applied to the known gross 
rents of all properties in the respective classes to provide an estimate 
of market value for each property. The accuracy of gross rent 
multipliers increases as the number of sales included in the sample 
increases. 

The gross rent multiplier technique is essentially a short-cut 
method of applying the comparative sales method of valuation. 
Rather than make four classifications of property, the multiplier is 
substituted for classification according to site and type of building. 
‘The theory underlying the multiplier technique is that the magnitude 
of the ratio is influenced primarily by use and location but not by site 
oF type of building. Any differences in site and/or building among 

properties in a classification will be reflected by the gross rent. 
Whenever gross rent multipliers are employed, the classification 
of properties incorporated in the analysis must coincide with the 
classification made by investors in the market. The market must 
be examined carefully to ensure that the classification is correct. 
One system of classification has been noted. However, a survey 
of the San Francisco real estate market indicates that gross rent 


COMPARATIVE SALES METHOD OF VALUATION/31 


multipliers for apartments in that area vary on the basis of size and 
condition of the building but are not affected by location.! 
TABLE 1 


PROPERTY COMPARISON CHART 


USE 
Neighbourhood 
Physical environment—topography, etc. 
Economic characteristics—level of activity 


Government regulations and taxes—zoning, 
property taxes, etc. 


Personal considerations—level of income, 
homogeneity of population 
Location 
Compatibility 
Access to transportation 
Quantity and quality of municipal services 
Locational requirements determined by use 


Site and soil conditions 
Topography 
Load-bearing quality of the soil 
Shape and dimension 
Homogeneity 
Site requirements determined by use 
Building 
Design 
Character of construction 
Quality of construction 
Shape 
Size 


In the preceding discussion of the criteria for comparing prop- 
erties it was implicitly assumed that each factor could be considered 
in isolation; this was done solely as a device for presenting the 
material. In reality, all the factors interact with one another and it 
may be impossible to separate the effects of particular factors, for 
example those of neighbourhood and location, or those of site and 


*Recht and Loewenstein, Variations in Rates of Return, The Appraisal 
Journal, April 1965, pp. 243-248. 
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location, on the market value of a property. Presumably, sales do 
reflect all the relevant underlying influences on market value. It is 
the responsibility of the assessor to isolate the most significant factors 
so that he can make valid predictions of market value for those 
properties that have not been sold. 


Comparability of Transactions 


In order to use the comparative sales method of valuation 
properly, the assessor must ensure that the transactions are them- 
selves comparable. In essence, the assessor determines what con- 
stitutes a typical transaction in his municipality and includes in his 
analysis only sales based on typical transactions. Alternatively, he 
may adjust the actual sale price to reflect what he feels it would be 
if the transaction were typical. 

The problem of defining a typical transaction revolves around 
four considerations: 

Ry (i) The degree to which the transaction is made in the ‘open 
market’; 


(ii) The amount of pressure exerted on either the buyer or seller, 
i.e., the willingness of each to take part in the transaction as 
well as their motives for participating; 


(iii) The degree to which the buyer and seller are informed about 
the potential uses of the property and about conditions in the 
market generally; 


) (iv) The manner in which the transaction is financed. 


OPEN MARKET TRANSACTIONS 


An open market transaction requires that the property be 
advertised for sale in some manner for such a period that any 
interested purchaser has the opportunity to inspect the property.” It 
also implies that the purchaser made some effort to look at all avail- 
able alternative properties. 

The transaction itself must be made at ‘arm’s length’ if it is to 
qualify as an open market sale. That is, all the terms of the sale are 
recorded in the Registry Office, or are otherwise available to public 
scrutiny. A sale within a family or between a parent and a subsidiary 
company must be carefully examined to ensure that the transaction is 


"The property may be listed with a real estate broker, advertised in a 
newspaper or advertised privately. 
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based on the usual market criteria. If the sale does not satisfy these 
criteria, it may have to be discarded when preparing a sales analysis. 


PRESSURE ON BUYER OR SELLER 


A sale may be invalid as a reflection of market value if abnormal 
pressure is exerted upon either the buyer or the seller to take part in 
the transaction. A sale made under the threat of expropriation, as well 
as an expropriation, a foreclosure, and a sale made to liquidate assets 
in order to pay succession duties, are examples of transactions in which 
the seller may be under more than the ordinary amount of pressure 
to sell. Transactions in which the buyer is forced to buy are less 
frequent and more difficult to recognize. The purchase of contiguous 
property by a farmer, retailer or industrialist is frequently listed as 
an instance when the purchaser has been forced into the transaction. 
However, it must be shown that abnormal pressure was exerted upon 
the purchaser before the sale is discarded as indicative of market 
value. It may be that the price offered is a good indication of the 
purchaser’s estimate of the property’s productivity. If this is the 
case, then the sale may well be accepted with perhaps some allowance 
for the purchaser’s weaker bargaining position. 


KNOWLEDGE ABOUT THE PROPERTY OF BUYER AND SELLER 


Unless it can be conclusively shown to the contrary, it should 
be accepted that the parties in an otherwise typical open market 
transaction are adequately informed about the current condition of 
the property as well as its potential uses, and about the state of the 
market. This condition will generally hold true for transactions in 
rural, commercial and industrial properties. Where residential prop- 
erties are concerned, it is generally accepted that sellers are better 
informed than buyers. They have a better appreciation not only of 
their own property but, through their real estate agents, of the con- 
dition of the market as well. 


FINANCING OF THE TRANSACTION 

Within any particular market for real property, there will be a 
typical method of financing purchases. The price at which the prop- 
erty is listed, as well as the transaction price itself, will be based on 
the premise that the purchase is financed in the typical fashion. If, for 
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some reason, an otherwise typical open market transaction is 
financed differently from the normal method, the price should be 
adjusted to reflect the influence which the abnormal method of 
financing has on it. When sufficient sales with typical methods of 
financing are available, it is possible to ignore the other sales. In 
many instances the sample of otherwise typical transactions can be 
expanded, and thereby improved, if the sales with unusual methods 
of financing are adjusted to reflect typical behaviour. This adjust- 
ment procedure is often referred to as calculating the ‘cash equi- 
valent’. Since it is a process of adjusting an unusual financial arrange- 
ment to the typical arrangement, it might be more accurately referred 
to as calculating the ‘market equivalent’. Strictly speaking, the adjust- 
ment is to cash equivalent only when the typical method of financing 
a purchase is straight cash.® 

Transactions in residential property generally involve a mort- 
gage or some other type of credit arrangement. Those sales that 
involve only first mortgages through, or guaranteed by, Central 
Mortgage and Housing Corporation or through some financial institu- 
tion such as a chartered bank or a trust company, and cash down 
payments are normal throughout Ontario and may be regarded as 
typical transactions. Second mortgages, the exchange of property 
or a promissory note held by the seller are not as common and sale 
prices that include any or all of these will, in general, require some 
adjustment. It is more difficult to generalize about the typical method 
of financing for commercial and industrial properties. Indeed, it is 
quite possible there will be so few sales of such property that it will be 
impossible to determine the typical financial arrangements. If this is 
the case, some method of valuation other than comparative sales 
should be used. 

The adjustment of an actual sale price to reflect the market 
equivalent of a typical transaction is illustrated in the following 
example. 


*Recorded sale prices may also have to be adjusted if the transaction 
includes items of personal property. Sales of rural, cottage, commercial and 
industrial property often include personal property. Where sales of this 
nature are made, the estimated value of these items must be deducted from the 
sale price before an estimation of the market value of the property can be 
made. 
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‘EABRES2 


ADJUSTMENT TO MARKET EQUIVALENT 


Reported Adjusted 
Consideration Sale Price Sale Price 
Cash payment $15,000 $15,000 
First mortgage 50,000 50,000 
Second mortgage 20,000 14,000 
Residence in trade 15,000 17,000 
iT ofal $100,000 $96,000 


In this transaction the total recorded sale price of $100,000 
includes a cash down payment, a first and second mortgage and the 
former home of the purchaser. The first mortgage, which conforms 
to local market conditions with regard to amount, interest charges and 
terms of repayment, does not warrant adjustment. Investigation of 
the second mortgage market discloses that, although second mort- 
gages are usual in this type of transaction, the risk associated with 
this form of investment is such that second mortgages are generally 
discounted thirty percent. Despite its face value of $20,000, this 
particular second mortgage could not be sold for more than $14,000. 
The estimated market value of the residence included in the trans- 
action is $17,000 rather than $15,000, the value placed on it for the 
transaction. The market value, as estimated by determining the 
market equivalent of the sale price, is $96,000. 

The discussion in the preceding section can be summarized in 
tabular form. The information contained in Table 3 indicates nothing 
about a property itself; that information is contained in Table 1. The 
purpose of Table 3 is to list the data an assessor needs in order to 
determine the typical transaction and, on that basis, to estimate the 
comparability of transactions. 


Comparability of Market Conditions 


MARKET CONSIDERATIONS 


The conditions in the market for real property must also be 
considered when applying the comparative sales method of valuation. 
In order to make a valid analysis of such conditions it is necessary 
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TABLE 3 
TRANSACTION EVALUATION CHART 


Seller 
Name 


Motive for selling 

Method of advertising property for sale 
—through a real estate broker 
—newspaper listing 
—privately 

Period of time property on the market 
from: 
to: 

Number of potential buyers who made 

offers to purchase 


Buyer 
Name 


Motive for buying 


Period of time during which potential 
properties were examined 
from: 
to: 


Number of properties examined 


Date of transaction Actual Market equivalent 
Terms of Sale 

Cash 

First mortgage 

Second mortgage 

Other (specify) 


Total consideration 
(actual sale price) 


Adjusted sale price 


to first understand what is meant by the term ‘market’ when used in 
this context. 

A general definition of a market might be: the area in which 
buyers and sellers of a commodity, in this case real property, are in 
communication with one another. It is possible for a market to 
consist of only two persons. For example, a farmer who wishes to 
acquire additional acreage from a neighbouring farm or an indus- 
trialist who wishes to expand onto contiguous property, would con- 
stitute a unique market for real property. More often, the real 
property market consists of a number of individuals with several 
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prospective buyers for each property and several potential sites for 
each prospective buyer. The size of the market depends to a large 
extent upon the type of property that is being traded. In rural munici- 
palities, the largest market is for farms; in urban municipalities, it is 
for residential properties, with the markets for commercial and indus- 
trial properties substantially smaller. Each market for the various 
uses of land can be segregated into sub-groups, such as, single family 
and multi-family residential. Markets can also be subdivided accord- 
ing to location, for example, suburban or downtown retail areas. 

Within each market the assessor should attempt to establish as 
large a market area as possible. In this way, he can construct a 
better sample and recognize trends more easily. The market areas 
should be defined so that the values of properties within them are 
influenced by the same factors. A market area will never be smaller 
than a neighbourhood and may encompass several neighbourhoods, 
provided the predominant use in them is the same. The market area 
must not be so large as to obscure differences in location or in use. 
For example, widely separated residential areas should not be regarded 
as one market. Even though the use is the same, locational differences 
may well result in different market forces. It would be equally im- 
proper to include neighbourhood stores on suburban side streets in 
the market for retail outlets in shopping centres. 

Once the market areas have been identified, it is then possible 
to analyze the market conditions operating within their boundaries. 
The term ‘market conditions’ refers essentially to the relationship 
between the supply of properties available for sale and the demand 
for these properties. A property sale is made under specific market 
conditions which influence the price agreed upon by the parties to 
the transaction. If these market conditions change, other influences 
will affect the price-determining process so that similar properties 
may sell at different prices simply because market conditions have 
changed. In the past, it was widely accepted that there was a regular 
cycle to changes in market conditions and the level of activity in the 
real property market. It is now generally accepted by land econo- 
mists and other analysts that the pattern of market activity is more 
complex and that analysis of these conditions is more difficult than 
was formerly believed. 
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When an assessor uses the comparative sales method of valua- 
tion, he should have some idea of the market conditions that influ- 
enced the property sales he wishes to use in his analysis. If the market 
is active, he can select his sample from sales that occurred in a rela- 
tively short period of time, perhaps six months or less, and be 
reasonably sure that market conditions remained constant over that 
period. This happy circumstance, in that it requires little market 
analysis, will be rare as few municipalities have real property markets 
of sufficient activity. Thus it is necessary for assessors to examine 
the market in order to determine: 

i ( i) The length of time market conditions are similar; 


(ii) The manner in which conditions change over time; 
(iii) The effect of any such changes on price. 


with this information assessors can estimate the period of time 
over which sales were influenced by similar market conditions, and 
secondly, the amount by which sales made under different market 
conditions must be adjusted to reflect current conditions. It will, of 
course, be necessary to adjust sale prices only when the period of 
similar market conditions is not long enough to provide sufficient 
sales for analysis. 


MARKET INDICATORS 


Although the complexities of the real property market are such 
that refined market analysis is a difficult and time-consuming proposi- 
tion, a number of indicators of market conditions are available. If 
these are examined an assessor can obtain a general indication of 
market conditions adequate for his needs and equal to that of most 
people operating in the market. The most useful indicators are: 

(1) Volume of transactions; 

Gi) Amount of new construction; 

(iii) Amount of land available for development; 


(iv) The number of mortgage foreclosures; 
(v) Vacancy rate. 


The volume of transactions is the most direct measure of 
activity. When the rate at which transactions are made is high, prices 
either remain steady or will tend to rise. Rising prices indicate that 
the supply of properties available for sale is not sufficient to meet 
the total demand. Conversely, when the volume of transactions is 
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low, there is a tendency for prices to fall off, indicating that the 
supply of properties on the market is more than adequate to meet 
all demand and that owners are willing to lower their asking prices. 

The volume of transactions can be determined from the county 
registry or land titles office wnere property transfers are recorded. 
The precision with which the volume is measured will be improved if 
changes of ownership resulting from mortgage foreclosures and 
expropriations are excluded. 


The amount of new construction can have a significant effect 
on the level of market activity. When the level of new construc- 
tion is high, the resultant increase in supply of accommodation 
may serve to ease any conditions of excess demand in markets for 
developed properties. In general, new construction serves to keep 
property prices from rising as rapidly as they would otherwise. How- 
ever, the imperfections of the development industry are such that new 
construction may exceed the demand for accommodation wiih the 
result that prices may fall. Thus, the implications of new construc- 
tion are not always readily apparent. 

The amount of new construction can be measured by building 
permits and other data recorded at the municipal building inspector’s 
office. It is also useful to record intended new construction whenever 
such information becomes available. 


The amount of land available for development, both within 
built-up areas and on the fringes of development, may have a 
leavening influence on the market for developed properties. Owners 
will be hesitant to raise their asking prices excessively lest prospective 
buyers decide to have a new property developed. This particular 
market indicator is less direct than any of the others and need be 
used only when the other indicators do not provide a clear picture 
of the market situation. 

For the most part, the assessor will have in his office all the 
information he needs to determine the amount of land available for 
development. However, he may be able to obtain additional infor- 
mation from the municipal or county planning offices. 


The number of mortgage foreclosures provides an indication 
of the market’s health. A high or rising level of foreclosures may 
indicate that there has been over-investment in real estate and 
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that the level of activity will fall in the future. The rate of fore- 
closures is also influenced by the ease with which credit can be 
obtained, so that it is not entirely affected by conditions in the real 
estate market. 

Information on mortgage foreclosures can be obtained from the 
registry or land titles office. 


The level of vacancy rates is a useful indicator of the health 
of the market. An above level of vacancies is a sign that there may 
be an excessive supply; a below average level indicates excess demand, 
while an average level—around two percent—indicates a market that 
is in equilibrium. 

Of all aspects of the comparative sales method of valuation, the 
analysis of market conditions has been the most neglected by valua- 
tion theorists and practitioners. For instance, there is no accepted 
index of real estate market activity currently available. This neglect 
can be attributed directly to the refusal of most assessors and 
appraisers to accept sales as the best evidence of market value. 
Although many land economists have analyzed the real property 
market in considerable detail, their research has, for the most part, 
been ignored by the valuation professions. There is no question that, 
when sales are placed in their proper perspective in the valuation 
programme, the analysis of market conditions will improve. Until 
then, assessors must rely to a large extent on their intuition and 
experience when analyzing market conditions. 


CHAPTER IV 


INCOME CAPITALIZATION METHOD OF 
VALUATION 


“(The) value of a property is the present worth of the net 
income it will produce during the remainder of its productive 
ice: 


American Institute of Real Estate Appraisers, The Appraisal 

Ofeeal Estate, Chicago, 1962, p. 233. 

The market value of a property is often defined as the present 
worth of all the anticipated net benefits that will be derived from that 
property." This definition of market value can be examined in rela- 
tion to our definition of market value—the price at which a sale is 
most likely to occur—if we regard net benefits as the productivity of 
a property. 

In general, the productivity of all multi-residential, commercial 
and industrial properties, as well as all other properties that are 
rented, is reflected in the money income owners derive from them. 
A prospective owner capitalizes the income he expects to earn from 
the property and bases his offer to purchase on the present worth, 
i.e. the capitalized value of the anticipated income. Similarly, an 
owner who is considering selling his property compares the price he 
is Offered with his expectations of future income to be produced by 
the property. When these conditions hold, we can be sure that the 
transaction price is no greater than the buyer’s estimate of the capi- 
talized value of the future income and no less than the seller’s esti- 
mate. Thus the price at which a transaction is most likely to occur 
lies somewhere between these two estimates. 

Since all property that is utilized, regardless of how it is used, 
is productive to one degree or another, it might be argued that the 

1A.A. Ring, The Valuation of Real Estate, Prentice-Hall Inc., Englewood 
put N.J., 1964, Chap. 1 


S.A. Kahn, F.E. Case, and A. Schimmel, Real Estate Appraisal and 
Investment, The Donald Press, New York, 1963, Chap. 3, 
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market value of all real property is equal to the capitalized value of 
its annual productivity, i.e. its annual net benefits. While this is a 
valid statement, the definition of market value in terms of capitalized 
net benefits (and the income capitalization method of valuation) is 
limited to properties that produce a money income, or to which such 
an income can be imputed, as money income is the only measurable 
indicator of productivity. 

The income capitalization method of valuation encompasses any 
technique by which a money income stream is converted into an 
estimate of market value. Inasmuch as the method can be applied 
_only to those properties whose productivity can be expressed in 
| money terms, it is of more limited usefulness than the comparative 
| sales or cost methods of valuation. However, it may well be the most 
accurate way to estimate the market value of such properties as 
apartment houses, retail and other commercial stores and light indus- 
trial plants. Doubts as to the appropriateness of the income method 
‘of valuation can be resolved by asking: “Is the property owned by 
an individual who is interested primarily in the future money income 
it will yield to him?” So long as the answer is in the affirmative, the 
property is one that may be valued by the income method of 
valuation. 

The term ‘income’, as it is used for valuation purposes, is based 
on the economist’s definition of income as the net payment received 
by a factor of production, or the owner of the factor, after all the 
expenses necessary to maintain that factor in operation have been 
deducted. Since income is not synonymous with revenue, the total 
annual rent or income produced by a property must be reduced to an 
estimate of net income before it can be capitalized into an estimate of 
market value. Furthermore, the period of time over which the income 
will be received, as well as the capitalization rate by which the net 
income is converted into an estimate of market value, must be 
predicted. 

In brief, the assessor who wishes to use the income method of 
valuation must, after classifying the property according to use, loca- 
tion, site and type of improvement, estimate the following: 


(i) The net income derived from the property; 
(ii) The rate at which the net income should be capitalized. 


ee ren 
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Once these estimates have been made the assessor can use one 
of several mathematical techniques to calculate the present worth of 
the property’s anticipated net income—its capitalized earning ability 
—which forms the basis of his market value estimate. These tech- 
niques provide an estimate of market value based on the capitaliza- 
tion of income with a superficial appearance of accuracy that may 
not be merited. In fact, the income capitalization method of valua- 
tion strains an assessor’s powers of prediction more than any other 
method. The accuracy of the value estimate derived from income 
data depends ultimately on the sources of information used by the 
assessor as well as his ability to interpret the data. 


Processing Income 


ESTIMATION OF GROoss INCOME 


The first step in the application of the income method of valua- 
tion is the estimation of total revenue, or gross income, earned by 
the property. Gross income is estimated on the assumption that the 
property is fully utilized during the entire year with no losses of 
revenue from vacancies or the failure to collect rents from the tenant. 

Information upon which estimates of gross income can be based 
comes from three sources: 

(i) Rents, past and present, paid by tenants for space in the prop- 

erty being valued; 

(ii) Rents paid by tenants in similar properties; 


(iii) Interrogation of prospective tenants to determine what they 
would be willing to pay for space in the property. 


Market rents v. contractual rents: Once income information is 
gathered, it must be evaluated to determine if it reflects what a 
typical landlord could expect to earn for the type of accommodation 
he is offering. The assessor need not be bound by contractual rents 
if he feels that they differ from market rents. He is interested in what 
the typical tenant would be willing to pay for the occupancy of a 
particular property for a specific period of time. 

However, the contractual rent, the payment agreed upon by a 
tenant and landlord for the former’s occupancy and use of a property, 
must not be ignored when estimating market rent. It always serves 
as a starting point for estimating gross income and there may be 
instances when it can serve as the estimate of gross income. For 
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example, if a “Triple A” tenant such as a large oil company or a 
chartered bank has a lease covering the remaining useful life of a 
property, the assessor would be justified in using contract rents when 
valuing the building. 

The estimate of market rent must be based on rental data gath- 
ered from the market, that is, rents paid in the past for the subject 
property as well as for comparable properties. Although the assessor 
is concerned with future income, he cannot estimate it properly unless 
he analyzes rents being paid currently as well as those paid in the 
past. Only in this way can he judge rent levels or detect trends in 
rent movements and rent differentials for various classes of proper- 
ties. The assessor must not base his estimate of market rent on an 
average of past rents; he must prepare his estimate on the basis of 
what the typical tenant is likely to pay. For those properties where 
no revenue is clearly designated as income from the property, for 
example owner-occupied properties, the assessor may impute an 
income to the property if he has been able to estimate a market rent 
for comparable properties. 


{ Management: When considering property used in a business enter- 

| prise it is often impossible, at first glance, to make a separation 

between income that is attributable to the property and income attri- 
butable to the management of the enterprise. The managerial efh- 
ciency of a business will be reflected in the income derived from that 
business. In such cases the assessor must bear in mind that the gross 
income he discovers will be influenced by management efficency. 
Where management is good, the gross income will be correspondingly 
higher than where it is average or poor. Consequently, part of the 
gross income of the property must be assigned to management so 
that the figure of gross income used by the assessor reflects only the 
income from the property. 

If the assessor finds that gross income from a property is above 
average for that particular type of property, he must determine if this 
excess income is the result of some factor related to the property or is 
due to superior management. If the latter is the case, gross income 
must be adjusted to take account of the management factor. A well 
run property will have an above average income relative to assess- 
ment and a poorly run property will have a below average income 
relative to assessment. In neither case may consideration be given in 
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the assessment valuation to the quality of management. The income / 


the assessor must estimate, and upon which he must base his valua- 


tion, is that which would be derived from typical management of the , 


property. 


It will be impossible for the assessor to determine how much of [ 


the gross income of a particular property should be assigned to 
management and how much to the property, until a number of similar 
properties have been analyzed. Once this has been done, the assessor 
will be able to determine the relative efficiency of management in each 
case. He will, however, still have the problem of determining how 
much of the income should be assigned to management. Conversely, 
where management of the enterprise is poor, he must determine how 


much to add to gross income to compensate for inefficient mana Bes 


ment. 

Although difficult, this is not an insurmountable problem for the 
assessor. In making preliminary surveys of his municipality, he will 
estimate the rate of return each businessman expects from his opera- 
tions. He will be able to estimate, on the basis of this survey, the 
average rate of return. Where management is above average, the 
rate of return will also be above average. The assessor may then 
discount the gross income of the property by the difference between 
the actual rate of return for that property and the average rate to 
estimate the gross income if management were, in fact, average. An 
assessor who feels that gross income should be adjusted for manage- 
ment must be careful to analyze the property income annually to 
ensure that such an adjustment is still warranted. 


Leases and rental agreements: Just as the methods of financing are 
important in evaluating a sale price, the nature of the lease may be 


significant when evaluating the contract rent paid by a particular | 


tenant. In addition to the contract rent, the terms of the lease will \ 


indicate whether the income received by the landlord is stable; it will J 


define the responsibilities of the landlord for maintaining the prop- 
erty and it will show how long he has received the current income as 
well as how long he will continue to receive it. There are four prin- 
cipal forms of rental agreements which may be incorporated in a 
lease: 


(i) Month to Month—Generally an agreement to occupy a unit 
for less than a year, it may be verbal; 


/ 
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(ii) Yearly Lease—A stated amount of money for the right of 
occupancy for a set period of time—usually three years; 


(iii) Percentage Lease—It usually sets minimum rental, say $300 per 
month, plus a set percentage of the gross volume of turnover, 
but it has many alternatives including maximums on the amount 
of rent realized by a percentage of the turnover; 


(iv) Step-up Lease—Usually includes a stepped-up monthly rent 
over a period of years, 1e., 


Ist year —$100 per month 
2nd year—$200 per month, etc. 


Sometimes, however, such leases take the form of increasing 
percentages of the volume of business, i.e., 2% on the first 
$100,000, 214 % on $100,001 to $300,000, etc. 


The assessor should determine whether or not there is a typical 
form of lease used in the municipality, or if the form varies according 
to the type of property under consideration. If he finds he can estab- 
lish a typical rental agreement, then he will be able to devise a 
method of adjusting those rentals not based on the typical lease. The 
rents based on leases that confer unusual benefits on the tenant 
will have to be raised, whereas those inordinately advantageous to 
the landlord will need to be lowered. Whether adjustments are 
warranted, as well as the amount of adjustment, will have to be 
determined on the basis of market analysis. 

The examination of leases and contract rents will be made more 
systematically if a lease analysis sheet is prepared. The data to be 
recorded on the lease analysis sheet can be divided into three groups: 
identification, description and allocation of responsibility. The first 
group includes the location of the property and the names and 
addresses of the landlord and tenants. The second group includes 
such information as: the date when the lease was signed; the period 
covered by the lease; the type of lease; the tenant’s rent payments. 
It also includes such conditions of the lease as: option by the tenant 
to renew or cancel the lease, or to purchase the property; the right of 
the landlord to assign the tenant’s interest to some third party; secur- 
ity put up by the tenant and inducements offered by the landlord. 
The third group of data includes information such as: the allocation 
of expenses between the landlord and tenant; the compensation paid 
to the tenant for improvement he makes to the property; the arrange- 
ments made between the landlord and tenant in the event of a fire, 
some other disaster or expropriation of the property. 
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ABLES 


LEASE ANALYSIS SHEET 


Identification 

Location of property 
Street address 
Assessment roll No. 

Name of landlord 
Address 

Name of tenant 
Address 


Description 
Date lease signed 
Period lease in effect 
From 
Ake 
Type of lease 
Contract rent 
Lease options 
To renew 
To cancel 
To purchase 
Security for landlord 
Inducement to tenants 


Allocation of Responsibility 
Expenses paid by landlord 
Expenses paid by tenant 
Arrangement re: 
Compensation for improvements to property made by tenant 
Destruction of or damage to property 
Expropriation of property. 


Quality and durability of gross income: The lease analysis sheet 
provides information the assessor can use to estimate the quantity 
of income, i.., the size of the income payment. Almost equally 
important, it provides him with a source of information for estimating 
the quality and durability of income. 

The term ‘quality of income’ refers to the confidence the owner 
can place in the tenant. Property leased to a tenant with a high 
credit rating may be let at a lower rate because the owner is sure he 
will have no difficulty in collecting the rent payments, nor is there 
much danger that the tenant will go bankrupt or otherwise cause the 
owner difficulty with regard to his occupancy. The question of 
quality of income may be important when estimating a risk element 
in the capitalization rate. A property producing an income of high 


48 /APPRAISAL NOTES FOR THE ASSESSOR 


quality may warrant a lower risk allowance in the capitalization rate 
than does one where the quality of income is lower. 

The durability of income is based on the type of lease and the 
period over which it extends. A durable income is one that does not 
vary with the tenant’s income and for which the period of time it will 
remain in effect is stated explicitly. A long-term rental agreement is 
considered more durable than one that will terminate in the near 
future. The level of rents may be influenced by the type of lease as 
well as by the length of time the lease will be in effect. Like quality, 
durability of income is often important when estimating risk for the 
capitalization rate. It is often difficult to separate the influences of 
the two on risk, for the quality of income may depend to a significant 
extent on the durability of income. Assessors need not hesitate to 
use contract rents in those instances where the quality and durability 
of income are high. 


VACANCY AND COLLECTION LOSSES 


When the assessor has estimated gross income, he must recog- 
nize that most properties experience vacancies or suffer losses because 
tenants are unable to pay their rent. These vacancy and collection 
' losses are estimated as a percentage of the total gross income and 
deducted from that figure to provide an estimate of effective gross 
income. Wacancy and collection losses vary among municipalities 
and also within municipalities according to the use and location of 
the property. If the properties are classified according to use and 
location, the assessor will generally find that these losses vary within 
a relatively narrow band. Consequently, the assessor will be able to 
assign a typical percentage for vacancy and collection losses to each 
class of property. Most market analysts are agreed that, when the 
market is in equilibrium, the rates for vacancy and collection losses 
vary between a low of 2% for the best classes of property and a high 
of 10-12% in the poorer areas. 

The assessor can obtain data upon which to base his estimates 
of typical vacancy and collection losses in his municipality by: 

(i) Examining present and past experience of the property he is 

valuing; 
(ii) Examining the histories of similar properties; 


(iii) Comparing contract rents in the particular property with rent 
levels in similar properties; 
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(iv) Determining the nature and remaining period of the leases in 
the subject property; 


(v) Examining the credit rating of the tenants in the subject 

property. 

Since the assessor is interested in typical market behaviour he 
should, as a rule, use average vacancy and collection losses in his 
analysis. Actual losses should be used only when he uses contract 
rent as an estimate of gross income. Otherwise, he should use the 
typical percentage. 


EFFECTIVE GRoss INCOME 


The effective gross income is the income that the typical land- 
lord or investor in real property expects to earn before payment of 
expenses. It is calculated by deducting an allowance for vacancy and 
collection losses from gross income. 


EXPENSES 


Effective gross income is not a suitable measure of income for 
the assessor to convert into an estimate of value. All those expenses 
necessary to maintain the building in operation and typically paid by 
the landlord must be deducted from effective gross income before a 
proper measure of income—net income—can be obtained. When 
valuing a particular property, the assessor is concerned with the 
amount of expenses the typical investor anticipates. However, the 
actual expenses incurred are less apt to vary from one property to 
another than are the gross incomes earned. 

Other sources of information concerning expenses are the record 
of comparable properties and interviews with investors and potential 
investors. The assessor is able to determine from such sources not 
only the dollar amounts of expenses, but also the typical allocation 
of expenses between landlord and tenant. 

Expenses incurred by the owner of the property being valued 
and by the owners of comparable properties are the best evidence of 
the anticipated expenses. Whenever possible, assessors should collect 
expense statements for at least the previous three years. These data 
will show any trends in the direction of expenses and catch those 
expenses such as fire insurance, which are paid biennially or trien- 
nially. All expenses should be converted to annual figures in order 
to obtain consistency in the analysis. 
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The analysis of expenses is similar to that of gross income in 
that the assessor attempts to estimate what investors are currently 
predicting about the future. He does not attempt to prognosticate 
and is not concerned with whether or not the predictions of the future 


are correct—unless, of course, he is an investor as well as an assessor. 


ne 


After a number of properties have been analyzed, the assessor 
may find there are consistent relationships between expenses and 
gross income, expenses and square foot area of the building, and so 
on. For example, insurance costs may average 1% to 142% of gross 
income, heat and electricity may be so much per room or per square 
foot, salaries and wages may be 5% to 7% of gross income. These 
relationships provide the assessor with a crude checking mechanism 
but should not be used as the sole method of estimating expenses 
unless investors estimate expenses in the same fashion. 


Deductible expenses: Deductions for expenses should reflect what 
the owner may reasonably anticipate as expenses during the remain- 
ing useful life of the property. In analyzing the operating statement 
of a property, it will usually be found that some expenses shown are 
not deductible for appraisal purposes. All expenses that are required 
to maintain the flow of income from the property are deductible. 
These include: 


(1) Maintenance; 
(11) Property insurance; 
(iii) Janitorial service; 
(iv) Utilities; 
(v) Salaries; 
(vi) Management fees (management of the property) ; 
(vii) Reserves for replacement of taxable capital equipment. 


This list is not all-inclusive, but the assessor should have no 
difficulty in estimating expenses if he asks himself the following about 
each expense item: 


(i) Assuming the property is owned outright (clear of mortgages), 
is the expense necessary to maintain it in operation? 


(ii) Is the expense typically paid by the landlord? 


Only if the answer is “yes” to both questions should the expense 
item be deducted from effective gross income. 

One expense that meets these criteria but is not deductible from 
effective gross income is the payment of property taxes. Property tax 
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payments are generally included by appraisers as items of expense 
but the purpose of the assessor’s valuation—to provide a base for the 
property tax—precludes their inclusion as an expense. The assessor 
would be admitting implicitly that he knew the value of the property 
already if he included the tax payment as an expense. In recognition 
that the tax payment will influence the income derived from a prop- 
erty, an allowance for property taxes is included in the capitalization 
rate. 

Reserves for the replacement of such equipment as elevators and 
escalators, which have a shorter life than the building, are often an 
important element of expense. Machinery such as escalators and 
elevators will generally have to be replaced at least once while the 
building remains in operation. Assessors must recognize that most 
owners will spread the cost of replacement over a number of years 
rather than bear it out of the income produced in one year. The 
accepted method of allowing for their replacement is to estimate the 
cost of the equipment—acquisition cost minus scrap value—and 
spread this cost over its estimated life. The annual expense item is 
calculated by means of the formula: 

I=VxR’_ where I = annual expense allowance 

V = cost of the equipment 
R = capitalization rate. 

The simplest method of calculating the annual expense allow- 
ance is to amortize the cost of the equipment over its estimated useful 
life, i.e., the capitalization rate is equal to the amortization allowance. 


Example—Calculation of a Reserve for Replacement 


I. Given: (i) Acquisition cost of elevator $1,500 
(ii) Scrap value $ 100 
(iii) Estimated useful life 20 years 


Procedure: (i) Calculate the cost of replacement 
Replacement cost = acquisition cost 
— scrap value 


= $1,500 — $100 = $1,400 
(ii) Calculate amortization allowance 
Ree 2 0x7 00 = 0 
(iii) Calculate the annual expense allowance 
Leen ah: where V = $1,400 
R70 
=o 1,400 x .05 es AD) 


*This formula is explained in Appendix D. 
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In most instances, an investor will calculate his annual expense 
on the basis that he has to pay property taxes on the equipment. If 
he calculates his expense on this basis, he will have to set aside a 
larger portion of his income each year. The capitalization rate, 
therefore, will include an allowance for property taxes as well as an 
allowance for amortization of the cost of the equipment. 


LiyGiver: (i) The same information as in Example I 
(ii) Estimated property tax allowance V5, 
Procedure: (i) Calculate the capitalization rate 

R=5% +1.5% =". 025\70 
(ii) Calculate the annual expense allowance 

[Pa PSSA where V = $1,400 

Re 6:5,70 
= $1,400 x .065 = $91 


It is often difficult to decide whether a particular item of expense 
should be included as maintenance or as a reserve for replacement. 
There are no hard and fast rules, but three points about reserves for 
replacement should be borne in mind. 


(i) Reserves for replacement should be used as seldom as possible; 
(ii) A reserve for replacement should be established only for major 
pieces of capital equipment; 
(iii) A reserve for replacement should be established only when the 
entire piece of equipment is being replaced. 


The replacement of a boiler or some other part of the heating 
system, the replacement of the roof or part of the electrical or plumb- 
ing systems should be treated as maintenance expenses rather than 
by establishing a reserve for replacement. 


Non-deductible expenses: Items of expense that should not be 
deducted when calculating net income are essentially those that are 
personal charges against the owner. i The major exception to this rule, 
other than the payment of property taxes, is depreciation. The depre- 
ciation of a property is assumed to be reflected in the rent and the 
anticipated amortization of the investment is included as an allow- 
ance in the capitalization rate. The usual non-deductible items of 
expense that an assessor will encounter are: principal and interest 
payments on a mortgage, income taxes and personal liability insur- 
ance. / 


°The procedure for calculating a property tax allowance is set out on 
page 57. 
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Once the data required to determine the comparability of prop- 
erty and to calculate an estimate of net income have been collected 
and analyzed, a capitalization rate must be developed. A capitaliza- 
tion rate represents the relationship between future annual net income 
of the property and the present value of that income. The size of the 
capitalization rate depends primarily upon: 

(i) The degree to which present income is preferred over future 

income; 

(ii) The productivity of capital; 


(ii) The risk of default associated with the future payments of 
income. 


Capitalization rates are a critical item in the application of the 
income method of valuation. They must be derived by analyzing 
sales and other market data if the assessor is to estimate accurately 
what investors in income-producing properties anticipate these rates 
to be. Any errors in the capitalization rate will have a compounding 


effect on the estimate of market value and will produce serious errors 
in the value estimate. 


For example: 


be an income of $1,000 per annum continuing in perpetuity is 
capitalized at the rate of 7%; 
I 
then we present value of theuncome is; Vi = R 
__ $1,000 
mae oe 
= $14,286 
However, if the actual capitalization rate were 8% 
I 
Then: present value of income is: V = R 
__ $1,000 
or OS 
= po. 500 


There is an error in the estimate of market value of $1,786 or 
of 14.3% because the capitalization rate was estimated at 7% rather 
than 8%. 


‘The concept of capitalization and the manner in which it is applied in the 
valuation of real property is explained in Appendix D. 
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COMPONENTS OF THE CAPITALIZATION RATE 


£ A capitalization rate used by assessors is actually the sum of 
three component rates—the yield rate, the amortization allowance 
and the property tax allowance. It is quite possible that the yield rate 
and the amortization allowance may vary according to the use and 
location of the property and according to the type of improvement on 
it. The property tax allowance should be constant throughout the 
municipality unless there are differential mill rates. 


Estimation of yield rates: A yield rate is similar to what is commonly 
referred to as an interest rate. It reflects the productivity of capital 
and the value placed on present income as opposed to future income. 
Investors in real property tend to expect a higher yield rate than other 
investors in order to be compensated for: 


(i) The additional risk associated with the investment; 

(ii) The difficulty associated with disposing of the investment; 

(iii) Problems of managing this type of investment. 

‘Tt is the assessor’s responsibility to estimate what investors 
anticipate the yield rate for income-producing properties to be. Pref- 
erably, these estimates should be based on actual sales of income 
properties. Yield rates determined in this fashion will provide the 
most accurate estimates as long as they are applied to properties 
comparable to those from which the rates are derived. 

The manner in which yield rates can be derived from an analysis 
of market data is dealt with below (page 65ff). The derivation of a 
yield rate from market data requires the application of procedures 
used in the various capitalization techniques. These procedures are 
described in the context of the techniques and it is easier to under- 
stand the derivation of yield rates from market data once these 
procedures have been described. There are two other methods also 
based on market data, but not using techniques of the income method 
of valuation that can be used to estimate the yield rate. These are 
the summation and band of investment methods. 


Summation method: The yield rate determined through the sum- 
mation method is based on an analysis of the entire field of invest- 
ment. It is essentially the sum of a number of different factors that, 
taken together, provide an estimate of the yield rate for real 


property. 
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In most instances, the assessor considers four components: 


(i) A basic rate equal to that paid for the use of someone else’s 
money assuming there is no risk that the borrower will default, 
that the loan can be converted to cash without delay and that 
there is no cost to the lender in managing the loan; 


(ii) An allowance for the additional risk of real property invest- 
ments; 


(iii) An allowance for the lack of liquidity of real property invest- 
ments; 


(iv) An allowance for the additional difficulty associated with 

managing real property investments. 

The nearest thing to a pure interest rate in Canada is the rate 
on long-term Government of Canada bonds. The other allowances 
must be estimated on the basis of interviews with investors and other 
experts in the investment field. 


Yield Rate: Summation Method 
Basic Rate 5.0% 


Risk 15% 
Liquidity 12% 
Investment 
management 0.7% 
8.4% 


Band of investment method: If the assessor uses this method to 
determine the yield rate, he must examine individual sales of real 
property. He is not interested so much in the actual sale price as he 
is in the method of financing the sale. After examining a number of 
sales, he will be able to develop the typical method of financing the 
purchase and to estimate the interest rate appropriate to each form 
of financing. The yield rate will equal the weighted sum of the interest 
rates applicable to each form of financing. Each interest rate is 


adjusted by the proportion each type of financing forms of the total 
DTICe: 


For example: 


Given: (1) The typical method of financing is a cash down 
payment, a first mortgage and a second mortgage 
(ii) The cash down payment typically constitutes 20% 
of the financial bundle; the first mortgage 60% and 
the second mortgage 20% 
(iii) The interest rate applicable to the down payment 
(Iie cquity state) iso 7, the rateron thes first 
mortgage is 7% ; and the second mortgage is 13% 


*See Appendix E for a discussion on the concept of an equity rate that is 
applicable for assessment valuations. 
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Procedure: T he yield rate from the band of investment method is: 
20% of purchase price at 8% = 1.6% 
60% of purchase price at 7% = 4.2% 
( 20% of purchase price at 13% = 2.6% 


s 8.4% 

Estimation of the amortization allowance: The second component of 
the capitalization rate is the amortization allowance. This allowance 
is made by investors who wish to recapture their investment in the 
property and assessors must make a similar allowance when con- 
structing a capitalization rate. Although the concept of amortization 
is similar to depreciation to the extent that it compensates for an 
anticipated future decline in value, it is incorrect to refer to amortiza- 
tion as future depreciation. /Amortization is simply a method of 
allocating the investment in the property over a period of years 

If the investment is allocated between land and building no 
amortization allowance is applied to the investment in land as it is 
regarded as a non-wasting asset. Whenever the investment is so 
regarded, the land residual or building residual technique must be 
used to capitalize the net income. Otherwise, the property reversion 
technique, which assumes a single investment in the entire property, 
must be used. 

Fundamental to the application of an amortization allowance is 
the concept of the property’s remaining useful life, often called 
remaining economic life. The remaining useful life of a property is 
the anticipated number of years it will remain in its current use and, 
equally important, continue to produce an income for the owner. 
The relationship between remaining useful life and the amortization 
allowance is quite simple. It is based on the assumption that the 
investor will attempt to recapture an equal amount of his investment 
in the property each year. Thus, if the remaining useful life of the 
property is five years, it is assumed that the owner will attempt to 
recapture one-fifth of his investment each year. The amortization 
allowance is calculated by expressing the reciprocal of the estimated 
useful life as a percentage. 


For example: 
(1) Remaining useful life is 40 years 
Amortization allowance= 1D 100=2.5% 
(ii) Remaining useful life is 60 years 


Amortization allowance= 2 <x 100-—1.6% 
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__ Estimation of the property tax allowance: The third component of the 


capitalization rate used by assessors is the property tax allowance. 
If the assessments are made at actual value then the property tax 
allowance would equal the current mill rate expressed as a per- 
centage. In those municipalities where assessments are made at less 
than market value, the property tax allowance must be adjusted. The 
adjustment is made by multiplying the current mill rate (expressed 
as a percentage) by the ratio that the level of assessment in the 
municipality bears to market value. For example, if assessments are 
made at market value and the mill rate is 25 mills, the property tax 
allowance is $.025 x 100 = 2.5%. However, assuming that assess- 
ments in the municipality are made at 60% of market value, 
then, with a mill rate of 25 mills, the property tax would be 
ome oU>xX 100e: 15%. 


Capitalization Techniques 

When assessing unimproved land, that is a property for which 
the assessor visualizes a level series of income payments, he capitalizes 
income equals estimated total net income and the capitalization rate 
equals the sum of the estimated yield rate and estimated property 
tax allowance. This relatively straightforward technique must be 
adjusted when capitalizing the income from a developed property in 
order to account for variations in income produced by different 
improvements on the land. 

Once the shape and duration of the income produced by a 
property have been estimated, the assessor must decide which of 
three techniques—the property reversion, the land residual, or the 
building residual—he will use to capitalize the income into an esti- 
mate of value. Each of these techniques can be used with either the 
straight-line declining terminal series premise or the level terminal 
series premise of income payments. The choice as to technique 
depends on two factors—the amount and type of data available to the 
assessor, and the requirement of The Assessment Act that the total 
property value be allocated between land value and building value. 


the income by means of the capitalization formula V = where 


PROPERTY REVERSION TECHNIQUE 
This capitalization technique is the most realistic because it 
visualizes the property as an entity and recognizes that any alloca- 


ae) 
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tion of property income or of property value between land and 
building is artificial. The property reversion technique conceives of 
value as the estimated capital value of the income produced by the 
property, plus any reversionary value of the property at the end of 
its useful life. 

The most controversial aspect of the technique is the estimation 
of the reversionary value of the property. The method most con- 
sistent with the underlying assumption of the technique is to regard 
the reversionary value of the property as a percentage of the prop- 
erty’s capitalized net income. If this method is used, the assessor 
must estimate how much the property will decrease (or increase) in 
value between the present and the end of its useful life. This estimate 
is expressed as a percentage of the capitalized net income of the 
property. The reversionary value equals the capitalized net income 
less the estimated change in value. The assessor calculates the present 
worth of the reversionary value and adds it to the capitalized net 
income to arrive at an estimate of current market value. 

The second method of estimating the reversionary value of the 
property is based on two assumptions: 


(i) Reversionary value equals the value of the land at the end of 
the building’s useful life; 


(ii) The value of the land at the end of the building’s useful life 

is equal to the current value of the land. 

If this method is used, the assessor must estimate the current 
value of the land, which is inconsistent with the underlying assump- 
tion of the property reversion technique that the value of a property 
cannot be allocated between land and building. 

Both methods of estimating the reversionary value of the 
property require that the assessor make rather heroic assumptions 
about the future. However, the most significant element in the 
property’s current market value is the capital value of the net income 
so that relatively large differences in the estimate of the reversionary 
value of the property have relatively small influences on estimated 
current market value. The influence of the reversionary value on the 
current value of the property will be smaller, the longer is the esti- 
mated remaining useful life of the property. So long as the assessor’s 
predictions concerning the reversionary value of the property are 
consistent with those of investors in income properties he can use 
either method. 
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Another question associated with the reversionary value of the 
property is the application of a property tax allowance when com- 
puting its present worth. A property tax allowance should be 
included in the capitalization rate as the tax is based on the value of 
the whole property, not just the portion of the property that produces 
an income. If a property tax allowance is made only when capitalizing 
the net income, the property’s reversionary value is excluded from 
the tax base. 


Application of the Property Reversion Technique: 


(1) 
(il) 
(iil) 
(iv) 
(v) 
(vi) 

(vii) 


(vill) 


(ix) 
(x) 


Estimate the net income produced by the property; 

Estimate the shape of the income stream; 

Estimate the remaining useful life of the building; 

Estimate the yield rate; 

Estimate the property tax allowance; 

Calculate the capital value of the net income; 

Depending on the method of estimating the reversionary value 

of the property, estimate either— 

(a) the anticipated change in vaiue of the property over its 
remaining useful life, or 

(b) the current value of the land; 

Estimate the reversionary value of the property; 

Calculate the present worth of the reversionary value of the 

property; 

Add the estimated capital value of the net income to the 

present worth of the estimated reversionary value of property 

to arrive at an estimate of current market value. 


Example of the Property Reversion Technique: 


I. Given: (i) Net income —$8,000 
(ii) Shape of the income stream is 
straight-line declining 
(iii) Estimated remaining useful life =40 years 
(iv) Estimated yield rate = 9: 70 
(v) Estimated property tax allowance =2.0% 
(vi) Estimated decline in value =50% 
Procedure: (i) Calculate the amortization allowance 
1/40x100 = 25% 
(ii) Calculate the capitalization rate 
R=55 %4-29%+-2.5% = Oe 
(iii) Calculate the capital value of the net 
income 
oa I =$8,000 
V= R Where R=10% 
-.. 48,000 
0 =$80,000 
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(iv) Record the present worth factor for 
a payment to be received in 40 years 
if the interest rate is 7.5%°® 
Factor=.0554 


(v) Calculate the reversionary value of 
the property 
Reversionary value=20% x $80,000 =$16,000 
(vi) Calculate the present worth of the 
reversionary value of the property 
PW i= be wheres) 510,000 


F=.0554 
=$16,000x.0554 
— $886.40 rounded to —$900 
(vii) Estimate the market value of the 
property. 
M.V.=$80,000+ $900 
=$80,900 rounded to =$81,000 
II. Given: The same data as in Example I with the 


exception that the anticipated shape of the 
income stream is level 


Procedure: (i) Calculate the capitalization rate 
He=5 0.0 4.270 =) ae 
(ii) Record the present worth factor of a 
series of 40 payments at an interest 
rate of 7.5% 
Ractor—1259 


(iii) Calculate the present worth of a 
series of 40 payments of $8,000 at 


1 
P.W.=IXF where I=$8,000 
F=12.59 
=$8,000* 12.59 —$1 005720 


(iv) Record the present worth factor for 
a payment to be received in 40 years 
if the interest rate is 7.5% 
Factor=.0554 


(v) Calculate the reversionary value of 
the property 
Reversionary value 
=20%- of 5100;720 
— $20,144 rounded to =$20,100 


(vi) Calculate the present worth of the 
reversionary value of the property 
P.W.=IXF where I=$20,100 
Hes 0552 
=$20,100x.0554 
=>) Je 1S eroundcedsto == 5 11.0 


®An allowance for the amortization is not included in the factor since 
it is assumed that most, if not all, of the reversionary value of the property is 
attributable to the value of the site. 


“The capitalization rate does not include a specific amortization allow- 
ance since amortization is accounted for in the present worth factor, 
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(vii) Estimate the market value of the 


property 
M.V.=capital value pius reversionary 
value 
=$100,720+$1,100 
=$101,820 rounded to =$102,000 
III. Given: The same data as in Example I with the 


exception that: 
(1) The estimated current market value 
of the land =$18,000 


(ii) There is no estimate of the decline in 
value of the property over its re- 
maining useful life 


Procedure: (i) Calculate the capital value of the net 
income as in Example I =$80,000 


(ii) Record the present worth factor of a 
payment to be received in 40 years 
if the interest rate is 7.5% (yield 
rate+-property tax allowance) 
Factor=.0554 
(iii) Calculate the reversionary value of 
the property 
R.V.=land value at 40 years 
=current land value =p emt Gl06) 


(iv) Calculate the present worth of the 
reversionary value 
PeWe=1 <P where I=518:000 
F=.0554 
=$18,000x.0554 
=$997 rounded to =$1,000 


(v) Estimate the market value of the 
property 
M.V.=capital value plus discounted 
reversionary value 
=$80,000+$1,000 =$81,000 


It is clear from these three examples that the estimated shape 
of the future income stream is much more influential in determining 
the market value of a property than is the method of calculating the 
reversionary value of the property. 

If the property reversion technique has any major weakness, it 
is that it amortizes the investment in land as well as the investment 
in the building. This is not consistent with the concept of land as a 
non-wasting asset; but, if it is assumed that investors purchase a total 
property rather than a site with a building on it, it is proper to 
assume that the total investment, regardless of its components, is 
amortized over a period of a year. 
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LAND RESIDUAL TECHNIQUE 


This technique is based on the assumption that the total value 
of property is the sum of the value of the building and the value of 
the site. The assumption that there is a meaningful distinction 
between the value of the site and the value of the building, and that 
these can be determined separately, is a carry-over from the influence 
of Henry George and his advocacy of the site tax. Whether the land 
residual technique or its counterpart—the building residual technique 
—is used, depends on the data available. Assuming net income and 
the components of the capitalization rate can be estimated, the land 
residual technique is used when the value of the building, that is, its 
replacement cost less depreciation, can be estimated. Conversely, 
when the land value can be estimated, presumably through an 
analysis of comparative sales, the building residual technique should 
be applied. 


Application of the Land Residual Technique: 


(1) Estimate the net income produced by the property; 
(ii) Estimate the shape of the income stream; 
(iii) Estimate the remaining useful life of the property; 
(iv) Estimate the yield rate; 
(v) Estimate the property tax allowance; 
(vi) Estimate the building value; 
(vii) Calculate the income attributable to the building; 


(viii) Calculate the residual income which is presumably attribut- 
able to the land; 


(ix) Capitalize the income attributable to land; 


(x) Add the estimated building value and the capitalized income 
attributable to the estimated market value of the property. 


Example of the Land Residual Technique: 
Given: (1) Estimated net income produced by the 
property =$8,000 


(ii) Anticipated shape of the income 
stream is straight-line declining 


(ii) Estimated remaining useful life =40 years 
(iv} Estimated yield rate 5,070 
(v) Estimated property tax allowance = 2.0% 


(vi) Estimated replacement cost new less 
depreciation of the building =$60,000 
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T’rocedure: (i) Calculate the amortization allowance 
1/40 100 =p Ny 


(ii) Calculate the capitalization rate 
applicable to the building 
R=5.5% 412% 412.5% ==) MB/s 


(iii) Calculate the capitalization rate 

applicable to the land 

R=5.5%+2% pani ey 
(iv) Calculate the net income attributable 

to the building 

IVC: where V=$60,000 

R=10% 
=$60,000x.10 = $6,000 


(v) Calculate the residual income 
attributable to the land 
Land Income=total income 
—building income 
—$8,000—$6,000 =$2,000 


(vi) Calculate the capital value of the 
income attributable to the land 


Wie z where I=$2,000 
Ra) -5)9e 
=$2,000 
07> 
=26,666 rounded to = $26,700 
(vii) Estimate the market value of the 
property 


M.V.=Building value+land value 
=$60,000+$26,700 
=$86,700 rounded to =$87,000 


The land residual technique is most applicable in the valuation 
Of properties with new buildings for which replacement costs and 
depreciation allowances can be estimated accurately. 

Since land values are more volatile than building costs, the land 
residual technique should be applied with discretion. A relatively 
small error in the estimate of income attributable to land will lead to 
a large error in the estimate of the land value. The error in estimated 
land value will vary inversely with the magnitude of the capitalization 
rate and with the land values in the area. The influence of errors in 
estimates of income derived from land will also be relatively greater 
when the estimated building value is a large proportion of the total 
property value. There are two rules of thumb which the assessor 


‘The building capitalization rate includes an amortization allowance. 
*The land capitalization rate does not include an amortization allowance. 
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might remember when contemplating the use of the land residual 
technique: 


(i) Never use the land residual technique when the estimated build- 
ing value constitutes more than 75% of estimated total value; 


(ii) Never use the technique when estimated land values in the area 
are less than one-half (12) of the estimated highest land values 
in the municipality. 


BUILDING RESIDUAL TECHNIQUE 


This technique should not be used unless the current value of 
the land can be estimated accurately. It is most applicable to an 
income property improved with an older building for which it is 
difficult to estimate the replacement cost new and/or the depreciation 
allowance. Like the land residual technique, its major strength is 
that it provides separate estimates of land value and building value, 
thereby making it easier for assessors in Ontario to comply with the 
provisions of The Assessment Act. 


Application of the Building Residual Technique: 


(1) Estimate the net income produced by the property; 
(11) Estimate the shape of the income stream; 
(iii) Estimate the remaining useful life of the property; 
(iv) Estimate the yield rate; 
(v) Estimate the property tax allowance; 
(vi) Estimate the market value of the land; 
(vii) Estimate the income atiributed to tne land; 


(viii) Estimate the residual income which is presumably attributable 
to the building; 


(ix) Capitalize the income attributable to the building, in order to 
arrive at an estimate of the building value; 


(x) Add the estimated land value to capital value of the income 
attributable to the building to provide an estimate of the 
market value of the property. 


Example of the Building Residual Technique: 


Given: (1) Estimated net income —$8,000 


(ii) Estimated shape of the income stream 
is level terminal 


(iii) Estimated remaining useful life of the 


property =40 years 
(iv) Estimated yield rate = .60 
(v) Estimated property tax allowance ==2.09%5 


(vi) Estimated land value =$25,000 
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Procedure: (i) Calculate the capitalization rate 
R=5.5%4+2% San Pa 7 hi 


(ii) Record the present worth factor for a 
series of 40 payments where the interest 
rate is 7.5% 
Factor=12.59 


(iit) Calculate the net income attributable 
to the land 


l=yV <R where V=$25,000 
R=/:5% 
=925,0005<.075 
= hie S75 rounded to = $1,900 


(iv) Calculate the residual income 
attributable to the building 
Building income=total income 
—land income 
=$8,000—$1,900 =$6,100 
(v) Calculate the capital value of the 
income attributable to the building 
V=IXF where I[=$6,100 
PS259 
= 90,100 12:59 
=$76,800+$25,000 —$76,800 
(vi) Estimate the market value of the 
property 
M.V.=Buiiding value+-land value 
= $76,800--$25,000 
=$101,800 rounded to =$102,000 


Extracting Yield Rates from the Market 


It was noted earlier (page 54ff) how yield rates can be calculated 
indirectly through the band of investment and summation methods. 
Yield rates can also be derived from the data used in the income and 
comparative sales methods of valuation through the use of the capi- 


talization formula, V=_ Basically, the process consists of solving 


the third unknown in the equation—the capitalization rate, when the 
other two, sale price and net income, have been estimated. It may 
seem redundant to calculate the yield rate for recently sold properties 
when the sale price is already known and constitutes the best estimate 
of market value. However, the yield rates applicable to such proper- 
ties can be applied to comparable properties that have not sold 
recently, if one assumes that the anticipated yield rate is constant 
whether or not the properties have been sold, and that the anticipated 
yield rate equals the actual rate calculated for the sold properties. 


The capitalization rate does not include an allowance for amortization 
which is allowed for in the present worth factor. 
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Application: 


(i) 
(ii) 
(iil) 
(iv) 
(v) 
(vi) 
(vil) 


The 


Classify the income producing properties which have been 
sold recently according to use, location and type of building; 


Estimate the market value of these properties on the basis of 
their selling prices; 


Estimate the portion of the investment to be amortized over 
the property’s remaining useful life; 


Estimate the net income produced by each property by pro- 
cessing the total revenue; 


Calculate the annual property tax payment and amortization 
payment on the basis of their estimated allowances; 


Deduct these payments from the net income estimate. 


Calculate the yield rate for each property by dividing the 
adjusted net income figure by the estimated market value. 


capitalization rate is equal to the yield rate because the 


other components of the capitalization rate were removed by deduct- 
ing the annual amounts for property taxes and amortization from 
net income as expenses. 

When a number of properties have been processed the assessor 
can analyze the yield rates in order to select the rate he feels is most 
appropriate. He then has a yield rate derived from income and sales 
data that is applicable to properties comparable to the sample prop- 
erties. The yield rates should be re-examined annually to ensure that 
the rates calculated previously are still appropriate. Assessors may 


find that 


the yield rate remains relatively constant over time and 


between various locations as well as between the various types of 
income properties. 


Example of Extracting a Yield from the Market: 


Given: (i) Sale price = $100,000 
(ii) Portion of the investment to be 
amortized =60% 
(iii) Estimated net income =$9,500 
(iv) Estimated property tax allowance =o 
(v) Estimated remaining useful life =D 6 Cala 
Procedure: (i) Calculate the annual property tax 
payment 
payment=1.5% of $100,000 =$1,500 
(ii) Calculate the amount to be amortized 
60% of $100,000 =$60,000 


(111) Calculate the amortization allowance 
17255100 =4% 
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(iv) Calculate the annual amortization 

payment 

payment=4% of $60,000 =$2,400 
(v) Calculate the adjusted net income 

adjusted net income=net income— 

(property tax payment-+-amortization 


payment) 
=$9,500—($1,500+$2,400) =$5,600 
(vi) Calculate the yield rate 
I where I=$5,600 
Rev V=$100,000 
$5,600 
~ $100,000 
a= Ris) = >.040 
Summary 


The assessor who wishes to use the income method of valuation 
should place himself in the position of the typical investor. This 
means first, he must remember that the maximum value of a property 
is the present value of the anticipated future income to be produced 
by the property. Second, he must look for and gather the data which 
the typical investor gathers; he looks for what the typical investor 
anticipates so far as gross income, vacancy and collection losses, 
expenses, yield rates, and so on, are concerned. Very seldom will 
the assessor use the actual data for particular properties without 
qualifying it by adjustments based on what he considers to be typical 
market behaviour. Third, the typical investor generally assumes that 
current or gross income, expenses, etc. are indicative of the future 
and will base most of his predictions on current data. 

The several mathematical formulae and capitalization techniques 
are not presented with a view that they be accepted unquestioningly 
or that they represent the sole means of applying the income method 
of valuation. Although some evaluation of their relevancy has been 
attempted, there has been insufficient research into the decision- 
making processes of investors to say with any degree of confidence 
which are most appropriate. Furthermore, our knowledge regarding 
the derivation of capitalization rates and the processing of income is 
not adequately supported by concrete evidence that the procedures 
advocated do, in fact, refiect the actions of investors. Until more 
research has been carried out, the assessor must use those techniques 
and procedures that appear to be most reasonable and presumably 
reflect investors’ decisions more accurately than any others. 


CHAPTER V 


COST METHOD OF VALUATION 


“Any formula in the manual is of value only insofar as it assists 

the assessor to ascertain the actual value of the property and 

where the result arrived at through its use is not such value 

then the formula must be disregarded.” Sun Life v. City of 

Montreal ¥Cl950) S.C: R2207per Kerwin) «at 231 sand sper 

Estey, J. at 254. 
i Although this statement does not refer to the companion 
volume of this publication, the Handbook of Cost Factors, it can 
be applied to the Handbook with equal force. If it is used properly 
and the total costs of construction of a building are adjusted by a 
local modifier, the Handbook should provide the assessor with an 
accurate estimate of market value new. However, the computations 
based on the Handbook may not provide a good estimate; when this 
is the case the Handbook must be disregarded and some other method 
used to estimate market value. 

j- There are many properties, i.e. those for which sales and income 
information are lacking, that cannot be valued by a direct appli- 
cation of the comparative sales or income capitalization methods 
of valuation. In order to value these properties an alternative 
procedure must be used—the cost method of valuation. The cost 
method, like the other two, requires the use of market data, specifi- 
cally material costs and wage rates rather than sales or rents. These 
market data are then analyzed in order to provide the costs of hypo- 
thetical properties that are acceptable substitutes for the properties to 
be valued. The estimates of market value for the subject properties 
are based on comparisons between these and the hypothetical 
substitutes. It can be seen that the cost method of valuation is the 

{_least direct means of estimating the market value of property. h 

The usual rationale for this method is that an individual will 
not pay more for a property than it would cost him to acquire a 
similar property that is an acceptable substitute for the property 
he wants to purchase. Many valuators would extend this ‘principle 
of substitution’ and assert that, since this principle applies to all 
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potential purchasers, the cost method of valuation sets an upper limit 
of value. Viewed from this angle—the demand for real property— 
the term ‘cost’ refers to cost of acquisition and the cost method of 
valuation is merely an adaptation of the comparative sales method 
of valuation. 

An alternative theoretical justification for the cost method of 
valuation regards ‘cost’ as cost of production and is concerned with 
the supply of real property. When competitive industries, such as 
the construction and the land development industries, are in equilib- 
rium, the price of the product will tend towards normal long run 
costs of production. Therefore, if the conditions of equilibrium in a 
perfectly competitive industry hold, cost of production will serve as 
an accurate indicator of the market value of the product. 

There are serious difficulties inherent in both theoretical bases 
of the cost method of valuation. On the demand side, the principle 
of substitution holds only when the two properties are perfect 
substitutes for one another. Few properties are perfect substitutes 
for one another and in most instances the best that can be expected 
is similarity in terms of use, type of improvement and _ location. 
Consequently, the principle of substitution can be applied only 
in general terms and the statement that cost sets the upper limit of 
value is only an approximation of the actual situation. Acceptable 
substitutes may be more or less valuable than the property being 
valued. 

With regard to the supply side, neither the construction industry 
nor the land development industry is perfectly competitive nor 
can it be determined when either is in equilibrium in the theoretical 
sense. Consequently, there is no assurance that costs of production 
are an accurate reflection of market value. They will generally be 
less than market value but may exceed market value, although the 
latter situation will be more temporary than the former. 

Inasmuch as the usual rationale for the cost method of valuation 
is the concept of ‘cost’ as cost of acquisition, one would expect the 
techniques used to apply the method would be based on this concept. 
Such is not the case. The techniques of replacement cost and 
reproduction cost estimating are based on the concept of ‘cost’ 
as cost of production. The two concepts will provide similar value 
estimates only for new properties. The value estimates will be 
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identical only in a perfectly competitive economy. In fact, while 
cost of acquisition may establish an upper limit of value, cost of 
production is a useful indication of its lower limit. 

Y Thus the major weakness of the cost method of valuation is 
the inconsistency between its theoretical justification (cost of acquisi- 
tion) and the theory underlying the techniques used to apply it 
(cost of production). Having been noted, this inconsistency is ignored 
and the discussion of the cost method that follows will be based on 

{ the cost of production concept. 

Even in theory, cost of production tends to approach market 
value only when the product is new. Any lag between the date of 
production and the date when market value is estimated weakens 
the relationship between the two. Thus a further weakness of the 
cost method of valuation is that, even under optimal conditions, it is 
applicable only to newly-developed properties. In order to apply the 
method to an older property depreciation—the difference between the 
value of the property and that of a hypothetical similar property— 
must be estimated. The concept of depreciation and the manner in 
which it can be measured is described in Chapter 6. 

Although the cost method of valuation lacks both the theoretical 
justification and the accuracy of the comparative sales and income 
capitalization methods, it continues to be widely used. The major 
advantage of the cost method is that it can be applied to all buildings 
and to the development costs of land. This is particularly important 
for assessors who must value properties that are not involved in 
transactions. 


Cost 


A general definition of cost of production would be the total 
outlay required to obtain a continuous supply of a product. In rela- 
tion to real property, cost of production includes wages, cost of 
materials, overhead (including a return on machinery and equipment) 
and normal profit. That is, it encompasses all normal expenses and 
charges that a firm has to meet if it is to remain in operation. Asses- 
sors must base their estimates of cost on those of the typical con- 
tractor and developer; otherwise, their estimates will reflect abnormal 
and temporary conditions. Firms where costs are significantly below 
the industrial average are earning excessive profits which will dis- 
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appear as new firms enter the industry. Conversely, firms whose 
costs are above average will not be able to compete with lower cost 
firms and will leave the industry. 

Only three cost techniques are used to any great extent by 
assessors: replacement cost, reproduction cost and factored historical 
cost. 


the one being valued. In many instances, this similar property is 
hypothetical and incorporates current building materials and con- 
struction techniques in the cost estimate. Similarity of properties 
requires at least that the uses are the same, the buildings are of the 
same type and of equal area, and that the access of the site is com- 
parable. The Handbook of Cost Factors incorporates the basic 
premises of replacement cost but modifies them in order to facilitate 


its application. 


Reproduction Cost is the cost of developing a property in a 
identical fashion to the one being valued. In the case of recently- 
developed properties there will be little divergence between replace- 
ment cost and reproduction cost. However, for older properties there 
will be substantial differences between the two which result from 
changes in materials and construction techniques subsequent to the 
development of the property. Another reason for divergence is 
changes in tastes; for instance, masonry walls three feet thick and 
ceilings ten feet high are unnecessary and not wanted in a modern 
residential structure. Reproduction cost is less useful than replace- 
ment cost because it is difficult, if not impossible, to estimate the 
cost of reproducing older structures. 


Factored Historical Cost is the recorded cost at the time of ate: 


struction adjusted by an index of building costs to reflect current 


prices. This is the least useful of the three concepts, primarily be- fy 
N 


. . . —_—_————— . . 
cause it is difficult to gather data for older buildings and to prepare 
an accurate index that reflects changes in quality and technique as 
well as in price. 


Cost Estimating Techniques 


In brief, there are three basic steps required when estimating 
market value by means of cost: 


(1) Estimate the cost new of the building; 


r 
Sry 
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(ii) Estimate any depreciation of the building and deduct an 
allowance for depreciation from the estimated cost new; 


(iii) Estimate for market value of the site. 


Only the first of these steps is discussed in this chapter. As 
noted earlier, depreciation is dealt with in Chapter 6, and techniques 
for estimating the value of the site are described in the chapter on 
comparative sales analysis, Chapter 3. 

The two techniques most commonly used to estimate the re- 
placement cost new of an improvement are the classification method 
and the plane or segregated cost method. A third method, the 
quantity survey, which is used to estimate reproduction cost, is also 
discussed since the quantity survey is occasionally applied to build- 
ings that cannot be classified adequately. 


CLASSIFICATION METHOD — DESCRIPTION 


This method of cost estimating provides the foundation of the 
Handbook of Cost Factors; it is based on the premise that the rec- 
orded costs of constructing a building can be applied to all similar 
buildings. The classification method finds its most widespread appli- 
cation in relation to residential buildings, but it can be applied 
equally efficiently to many types of commercial and industrial build- 
ings. It is least useful when applied to special purpose buildings and 
older buildings where current construction costs are not relevant. 
This latter difficulty is overcome to a certain extent by the use of a 
local sales modifier. 

The classification method fulfils the three requirements of a 
useful cost estimating technique employed in a mass appraisal pro- 
gramme, namely accuracy, ease of application and flexibility. With 
regard to accuracy and ease of application, the classification method 
is at least as efficient as other techniques and better than most. It 
is in terms of flexibility that the classification method has a clear 
advantage over other techniques. By classifying and rating buildings 
according to a few basic features, an assessor can compare buildings 
that superficially have little in common but are of comparable effi- 
ciency in providing services. Furthermore, by employing local modi- 
fiers, a classification system that uses costs gathered in one munici- 
pality at a certain time can be applied in any other municipality at 
a later date. 
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The basic features of the classification system incorporated in 
the Handbook of Cost Factors are present in all buildings. They are: 

(1) Design type; 

(ii) Character of construction; 

(iii) Quality of construction; 

(iv) Shape; 

Cy)? Size. 


These factors are described more fully in Appendix B as well as 
in the Handbook. 


Design: Buildings are classified first according to the use for 
which they were originally designed. These broad classifications may 
then be divided into sub-classifications, for instance the residential 
classification might be broken down as follows: single family, de- 
tached, semi-detached, row housing, multi-residential. Classification 
according to original design is essential because the construction 
techniques, the type of material used in construction and the interior 
layout are influenced by the prospective use of the building. In 
addition, those buildings no longer used for their original purposes 
are generally subject to functional obsolescence. 


Character of Construction: The factors considered under this 
classification are the type of framing (supporting columns and beams), 
walls, floors, roof structure and fireproofing of the building. Build- 
ings are rated in four categories depending on the type of materials 
used in their construction. 


Quality of Construction: Each category of construction charac- 
teristics is divided into several (generally ten) sub-classifications 
based on the quality of materials used and the workmanship em- 
ployed. The considerations pertaining to quality of construction 
reflect only recent types of construction as it is virtually impossible 
to describe quality specifications for all types and vintages of 
construction. 


Shape: Since the perimeter wall area required to enclose a 
given floor area varies with the shape of the building, cost per square 
foot of floor area is a function of building shape. Consequently, 
Shape is another basis for classification. Square structures require 

-" shortest perimeter per square foot of floor area and accordingly 
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Lhe the lowest costs per square foot; next on the scale are rectangu- 
lar buildings. Irregularly shaped structures, for example circular, 
are the most costly per square foot of floor area. 


Size: The final basis of classification is size. Everything else 
equal, the smallest building in any of the previous four classifications 
has the highest cost per square foot of floor area. This inverse 
relation between size and square foot cost is due to the large element 
of fixed costs that do not vary directly with size. For example, heat- 
ing, electrical fixtures and plumbing only increase marginally with 
increases in size. The second factor is related to shape; a given in- 
crease in size gives rise to a less than proportionate increase in per- 
imeter wall. Whereas a square building of 400 square feet requires 
an 80 foot perimeter, a square building of 1,600 square feet requires 
only 160 feet of perimeter wall. A fourfold increase in area gives 
rise to a doubling in the perimeter. 

wines 
CLASSIFICATION METHOD — APPLICATION 


ie In order to estimate the cost new of a building by means of the 
classification system, the assessor must carry out four distinct 
operations. 

The initial step is to select the basic rate which should be applied 
to the building. Regardless of the cost estimating technique used, it 
is time-consuming and difficult to accumulate adequate data upon 
which to develop these rates. Fortunately, for those who use it, the 
appropriate rates are provided in the Handbook of Cost Factors. 
The rate that should be used depends on how the building is classi- 
fied in terms of design, character of construction, quality of construc- 
tion, shape and size. Once this has been done, the assessor selects 
the appropriate rate from the Handbook and applies it to the area 
of the building. 

Secondly, there are some features of a building that cannot be 
incorporated into the classification system. These so-called additives 
are identified, measured (where necessary) and costed by applying 
the relevant rates from the Handbook. Among those building features 
considered as additives are heating, fireplaces and porches. 

The third step, after calculating the basic cost of the building 


and the costs of the additives, consists of adding the two together to 
ie 
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provide an estimate of the cost to construct a hypothetical building, 
similar to that being. valued, in Metropolitan Toronto in the base 
period. This cost is not an estimate of the replacement cost new of 
the building, it simply shows what it would have cost to construct a 
similar building in Metropolitan Toronto in 1962 or whatever the 
base period may be. 

» Finally, the building cost estimate is adjusted by the local sales 
modifier to provide an estimate of the market value new of the 
building » At no time does the assessor who uses the Handbook of 
Cost Factors_estimate the current replacement cost new of the build- 

|_ing. He estimates the market value new of the building. ea 

In the case of buildings that have suffered some loss of value or 
have benefited from an increase in value, an allowance for any 
difference in value must be made. After this allowance is made, the 
assessor uses the adjusted figure as his estimate of the market value 
of the building in its current condition. The market value of the 
entire property is estimated by adding the estimated market value of 

c the site to the estimated building value. 


THE PLANE METHOD 


This technique is a compromise between the building classifica- 
tion method and the quantity survey. While it lacks the general 
applicability of the former, it does not require the refined analysis 
inherent in the latter. The plane method visualizes a building as the 
sum of its various components, i.e. as a set of construction planes, 
each of which are costed as complete units. The costs applicable to 
the various planes, e.g. roof, footings and foundations, exterior wall, 
etc. include the costs of installation as well as of materials. Despite 
the increased accuracy that the plane method provides when used by 
a qualified cost estimator, it is not appropriate for a mass appraisal 
programme. Not only does it lack the flexibility of the classification 
method; it is more time-consuming to apply. However, elements of 
the plane method are incorporated into the Handbook of Cost 
Factors to cost those features of a building not consistent with 
classification. 


'The local modifier and the manner in which it is constructed are described 


in Appendix C. 


76/APPRAISAL NOTES FOR THE ASSESSOR 


THe QUANTITY SURVEY 

The quantity survey is used to estimate the reproduction cost 
rather than the replacement cost of a building. It requires a detailed 
inventory of all direct and indirect costs that are incurred in the 
construction of a building. While the quantity survey is precise, in 
that each element of the building is identified and costed separately, 
it is not a reliable indicator of market value. It should only be 
applied to those buildings for which there is no active market and 
which the assessor is confident would be replaced by identical 
structures if they were destroyed. 


Peereae= 


CHAPTER VI 


DEPRECIATION 


In general, developed properties lose value over time, both in 
relation to their original market value and in relation to the market 
value of other properties. Unfortunately, there is no consistent rela- 
tionship between loss of value and the age of a property; indeed, it 
is possible for properties to increase in value over time. The market 
value of a property will equal its original market value only if the 
improvement is new and, assuming the improvement is destroyed, 
the demand for the property is such that it will be redeveloped with 
an identical improvement. Whenever either of these conditions does 
not hold, the current market value of a property is something other 
than its original market value. If the property falls in value, it is 
said to be subject to depreciation; if it increases, to appreciation. 

The basic meaning of depreciation is ‘lowering of Value’; but for 
assessment purposes a more accurate definition is ‘difference in 
value’. Specifically, depreciation is the difference between the market 
value of a property in its actual condition and the market value of a 
hypothetical similar property developed with a newly-constructed 
improvement. For the hypothetical property to be considered similar, 
the site must be similar in location, size and shape to the actual site, 
while the improvement must be similar in type of construction, qual- 
ity of construction and area to the actual improvement. The market 
value of the hypothetical property is the sum of the market value of 
a vacant similar site and the market value new of the similar 
improvement adjusted by the local sales modifier. This definition of 
depreciation precludes any necessity for the assessor to determine 
recorded actual costs of construction of an older building or to 
determine current construction costs in the municipality; the market 
value new of the hypothetical improvement can be estimated He 
the Handbook of Cost Factors. 


Teal 
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Causes of Depreciation 


There are numerous reasons why properties lose value but, for 
all intents and purposes, these can be classified under one of three 
headings: physical deterioration, functional obsolescence or economic 
obsolescence. 


PHYSICAL DETERIORATION 

As a building ages and the materials used in its construction 
wear out, it loses value. The physical deterioration of a building is 
influenced by a number of factors, the more important being: 

(1) The quality of materials used; 

(ii) The natural elements to which it is exposed; 


(iii) The manner in which it is used; 
(iv) The amount of maintenance given to it. 


Although physical deterioration is generally more apparent than 
other causes of depreciation, its effect on property values is, in most 
instances, much less than obsolescence, either functional or economic. 


FUNCTIONAL OBSOLESCENCE 


A building that has suffered little from physical deterioration 
may nevertheless lose value because it has not been designed or 
constructed in accord with current tastes of investors. It has become 
functionally obsolete and sells at a discount which reflects inconveni- 
ence that may be caused by: 


(i) Inadequacy or superadequacy of structural features; 
(ii) Unpopular architectural style or interior design; 
(iii) Outmoded equipment. 


Since tastes and technology both change over time, older buildings 
generally suffer from functional obsolescence as well as physical 
deterioration and it is difficult, if not impossible, to allocate depre- 
ciation of the building between the two. 


a ECONOMIC OBSOLESCENCE 
Depreciation of a property may apply not only to its improve- 
ments but also to the site if the location is unsuitable, or less suitable 
than it was previously, to its current use. In such instances the 
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property is said to be suffering from economic obsolescence. Despite 
the fact that property use is determined by the nature of the improve- 
ments, it is accepted that some depreciation resulting from economic 
obsolescence is reflected in lower land values. Economic obsolescence, 
which may affect entire neighbourhoods as well as individual proper- 
ties, encompasses all those causes of depreciation external to the 
property or neighbourhood. Examples of such factors are: 

(i) Shifts in population; 

(ii) Deterioration of community facilities; 


(iii) Proximity of inharmonious or obnoxious development; 
(iv) Legislative restrictions. 


DEPRECIATION AND RECESSION 


Since real property is an important element in our national 
wealth, property values reflect changes in the level of economic 
activity. If the economy suffers a recession to the extent that there 
is widespread unemployment or a decline in personal incomes, this 
will lead to a general downward movement in property values. Such 
a movement should not be confused with depreciation, which shows 
relative losses in value for particular properties or neighbourhoods. 
In periods of recession assessors may have to lower all property 
values in addition to making allowances for the depreciation of par- 
ticular properties. 


Types of Depreciation 


CURABLE VERSUS INCURABLE DEPRECIATION 


It is possible to allocate the effects of physical deterioration and 
functional obsolescence between that which is susceptible to 
improvement, i.e. curable, and that which cannot be feasibly removed, 
1.e. incurable. Obviously, these terms are relative since it depends on 
the individual desires and incomes of owners and occupants as to 
what should be considered curable or incurable depreciation. There- 
fore, the distinction between the two can only be arbitrary; if a 
distinction is made, it should reflect the actions of typical property 
owners. For example, if most owners feel that it is not worthwhile 
to replace obsolete plumbing in older houses, such plumbing must 
be classified as incurable depreciation even though some owners may 
replace it with new pipes and modern fixtures. 
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The depreciation resulting from economic obsolescence is, so 
far as individual properties are concerned, regarded as incurable. 
Although some causes of economic obsolescence such as proximity 
to heavy traffic flows or excessive noise may be removed by com- 
munity action; it is generally beyond the power of any individual 
owner to control the economic obsolescence that affects his property. 


NORMAL VERSUS ABNORMAL DEPRECIATION 


All causes of depreciation previously discussed, both curable and 
incurable, may be applicable to any property. The depreciation that 
results from the presence of any of those factors constitutes normal 
depreciation. However, particular properties may be subject to 
depreciating factors not applicable to other properties. These unique 
causes of depreciation, which may be curable or incurable, lead to 
abnormal depreciation. Examples of curable abnormal depreciation 
might be damage from flooding or from fire; examples of incurable 
abnormal depreciation might be errors in design of construction, or 
a property that is to be demolished as part of a road widening project. 
Whereas normal depreciation is relatively easy to discover and to 
measure—it will be reflected in any depreciation table; abnormal 
depreciation will be discovered only by a careful inspection of each 
property. The proper allowance for abnormal depreciation equals 
the cost to remove the source of depreciation to the point where it 
is in the same condition as the rest of the property. Thus the allow- 
ance for abnormal depreciation in a property that suffers from normal 
depreciation will be less than the cost of completely removing the 
source of abnormal depreciation. 


Example: 
Given: (i) Market value new of the property $80,000 
(ii) Allowance for normal depreciation 20% 
(ii1) Cost to cure abnormal depreciation $10,000 
Procedure: (i) Market value, with normal depreciation 
is $80,000— ($80,000 x.2) =$64,000 
(11) Adjustment for abnormal depreciation is 
$10,000—($10,000 x .2) =$8,000 


(iii) Market value, with total depreciation is 
$64,000—$8,000 =$56,000 
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Measuring Depreciation 
EFFECTIVE AGE VERSUS CHRONOLOGICAL AGE 


Although the relationship between depreciation and age is 
neither direct nor constant, the independent variable in any deprecia- 
tion table is always age. Rather than use chronological age, it is 
preferable to relate the depreciation of a property to its effective age. 
Effective age is based on the present condition of the property and 
its estimated remaining useful life rather than on the date of con- 
struction and the property’s estimated physical life. It equals the 
difference between the estimated average useful life of a property 
and its estimated remaining useful life. The concept of effective age 
is illustrated in the following two examples. 


Example #1 


A building of a type that has an average useful life of 60 years was 
constructed in 1930. In 1966 the building was renovated to such 
an extent that its remaining useful life was estimated to be 50 
years. Thus, after the renovation the building’s effective age is 10 
years whereas its chronological age is 36 years. 


Example #2 
It is learned in 1966 that a house constructed in 1960 with an 
estimated useful life of 30 years is to be demolished in 1967. In 
1966 the effective age of the house is 29 years as opposed to a 
chronological age of only 6 years. 
The concept of effective age enables assessors to recognize that many 
buildings remain in use much longer than their estimated average 
useful life. This situation is explained by the principle of extended 
life which states that: the longer a building remains in use, the better 
are its chances of remaining in use longer than its average useful 
life. In more concrete terms, the chances of a thirty-year-old house 
lasting fifty years are much greater than those of a similar house only 
three years old. 


PERCENT GOOD 


There are a number of ways in which property value can be 
shown on a depreciation table. In the past the most common method 
of showing it has been to show percent depreciated as the dependent 
variable. Current practice is to show percent good, the reciprocal of 
percent depreciated. This method is preferred because it: 


(i) Allows the assessor to regard the property in a positive rather 
than a negative way, that is, he looks for the remaining assets 
of a property rather than at its liabilities; 
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(ii) More practically, the use of percent good saves one arithmetic 
operation when estimating value. 


The most accurate way to measure the depreciation of a prop- 
erty is to estimate the difference between the market value of the 
property and the market value of a similar newly-developed property. 
The difference is a measure of the market’s estimate of the deprecia- 
tion of the property. An alternative method, which can be used for 
income-producing property, is to compare the difference between 
the capitalized incomes produced by the property and a newly- 
developed similar property. Again the difference is a measure, 
although less direct, of the market’s estimate of the property’s depre- 
ciation. However, most assessors who have sufficient data to use 
either of these methods will use the comparative sales or income 
capitalization methods of valuation in which case there is no neces- 
sity for measuring depreciation. 

Therefore, assessors must devise another method to measure 
depreciation—one that does not depend so heavily on data needed 
for the comparative sales or income capitalization methods of valua- 
tion. Unlike appraisers, assessors are not able to devote sufficient 
time to each property that they can make a detailed examination of 
each. They must use some method that can be applied more effi- 
ciently but does not compromise the need for accuracy. The answer 
to this dilemma is the use of depreciation tables, plus an annual 
inspection of each property to check the accuracy of the tables and 
to discover any abnormal depreciation not covered by the tables. 
The depreciation table shows the ratio of the market value of a 
property to its market value new at a given age. 

Depreciation tables are, to a certain extent, compromises 
between ease of preparation and accuracy. Some, such as those 
based on allocation of cost, are easy to prepare but lack accuracy; 
others, based entirely on market sales, are accurate, but difficult and 
time-consuming to prepare. The interests of equity are served so 
long as depreciation is measured uniformly for all properties valued 
by the cost method of valuation. 

While it is theoretically possible to prepare tables that account 
for all normal depreciation regardless of source, depreciation tables 
generally measure only normal physical deterioration and functional 
obsolescence. In practice, there are never adequate data to measure 
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depreciation over a neighbourhood or any area sufficiently small that 
a table based on those data could include economic obsolescence. 
Economic obsolescence, as well as any abnormal depreciation, must 
be estimated on the basis of personal inspections. 

In many instances the difference in sale price between a property 
with normal depreciation in the neighbourhood subject to economic 
obsolescence and a similar property in an area not affected by obso- 
lescence is regarded as the market estimate of economic obsolescence. 
An amount equal to this difference is allowed for economic obsoles- 
cence on all properties in the neighbourhood. The difference in 
rentals between similar properties in and out of the neighbourhood 
can be capitalized and applied in a similar fashion as an allowance 
for economic obsolescence. 

If the allowance for economic obsolescence must be allocated 
between land value and building value, it can be done on the basis 
of the ratio of land value to building value. 


Example: 

Given: Neighbourhood A_ subject to economic 
obsolescence 
New house in A sold for $17,000 
Residential lots similar to those in A 
selling for $5,000 
Cost of constructing a house similar to 
that in A $15,000 


No normal depreciation applicable to new 
house in A 


Procedure: Allowance for economic obsolescence in 
neighbourhood A 


—$15,000+$5,000—$17,000 = 3,000 
Ratio of land value to building value 
=$5,000:$15,000 =f 33 
Land value in A _ including economic 
obsolescence 
=$5,000—$3,000 

4 
=$5,000—$750 =$4,250 
Building value in A including economic 
obsolescence 
=$15,000—($3,000—$750) 
=$15,000—$2,250 Sed eNO) 


On the basis of this example the allowance for economic obso- 
lescence in neighbourhood A is $3,000 per property, of which $750 
is allocated to the land and $2,250 to the building. If the value of 
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land in neighbourhood A can be determined directly from sales, the 
allowance for economic obsolescence will be a deduction of $2,250 
from the market value, with normal depreciation, of each building. 


PERCENT Goop TABLES—PRELIMINARY WORK 


Whether or not they reflect their conclusions in a depreciation 
table, all experienced assessors should have an idea of the rate at 
which properties in their jurisdiction lose value. Depreciation tables 
are essentially short-form tabulations of depreciation rates. The data 
required to construct depreciation tables include: 

(i) Estimated average useful life of the improvement on _ the 


property, in order to determine the period of time over which 
depreciation tables should be applied; 


(ii) The residual, or scrap, value of the improvement at the end of 
its useful life, in order to determine the total amount of 
depreciation that may be applied to a particular type of 
improvement; 


(iii) The ratio of market value of the improvement to replacement 
cost new at various intervals during the estimated useful life 
of the improvement, in order to determine the rate at which 
the improvement loses value during its useful life. 


The estimated life of the property is based primarily on the 
anticipated physical life of the improvement; the scrap value can be 
estimated on the basis of interviews with contractors who demolish 
buildings. The data required for estimating the ratio of market value 
of the building to its replacement cost new are set out below. 


(i) Record all real property sales that reflect market value; 


(ii) Estimate the market value of the building by deducting an 
allowance for land values from the building; 


(iii) Estimate the effective age of each building; 


(iv) Estimate the replacement cost new of each building and adjust 
this cost by the local sales modifier; 


(v) Calculate the ratio of building value to adjusted replacement 
cost new. This ratio provides a measure of the percent good 
of each building at various effective ages. 


Once the ratios for all the buildings have been calculated, the 
buildings must be classified; the classification must be made in such 
a manner that all buildings subjected to the same depreciating influ- 
ences are grouped together. There are no absolute or universal 
criteria for classifying buildings, as different market conditions, vary- 
ing types of municipal development, and so on, will determine what 
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criteria are most significant. Among the more important criteria 
relating to physical deterioration are: 

(ije Use: 

(ii) Type of construction; 

(iii) Exterior wall material; 

(iv) Present condition. 


Obsolescence, both functional and economic, will be reflected 
by these four factors. Other factors that may influence obsolescence 
include: 

(i) Whether or not the building conforms with current zoning 

regulations; 

(ii) Proximity to noise and other nuisances; 

(iii) Access to community facilities; 

(iv) Ratio of building value to land value. 


Once the criteria for classifications have been selected, it remains 
only to group the data, tabulate them and plot them on a scatter 
diagram. A completed scatter diagram, from which a percent good 
table can be calculated, would resemble the schedule set out below. 


FIGURE 4 
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PERCENT Goop TABLES—APPLICATION OF THE PERCENT 
Goop SCHEDULE 


The curve in the diagram is the best approximation of the data; 
it may be fitted by eye or by the use of some statistical technique 
such as regression analysis. The chart shows: 

(i) Type Z buildings have an estimated average useful life of 60 

years; 

(ii) Their scrap value at the end of sixty years is 25 percent, 


(iii) The buildings lose value most rapidly between the effective 
ages of 15 and 45 years. 


When the percent good curve has been determined, it is rela- 
tively simple for the assessor to estimate depreciated value of any 
type Z building. 

The procedure is as follows: 

(i) Estimate the effective age of the building; 
(ii) From the curve, calculate the percent good factor at that age; 
(iii) Estimate the modified replacement cost new of the building; 


(iv) Apply the percent good factor to the modified replacement 
cost new; 


(v) Deduct any additional allowance for abnormal depreciation. 


Example: 

Given: Effective age = ZO BYeaLs 
Replacement cost new =$30,000 
Cost to replace abnormal depreciation =$ 8,000 

Procedure: Percent good at 25 years =e co 
Building value with normal deprecia- 
tion =$30,000<08 

=$21,000 


There are two procedures that may be used to allow for 
abnormal depreciation. 


I. Deduct a further allowance from depreciated building value. 


Since the building is 70% good, the same percent good factor is 
applied to the cost of replacing abnormal depreciation. 
*. allowance for abnormal depreciation is 

$8,000— ($8,000 0.3) 


= $8,000—$2,400 — $55,000 
alternatively, allowance for abnormal depreciation is 
$8,000 x 0.7 = 2 0UG 


Thus, fully depreciated value of the building is 
$21,000—$5,600 =$15,400 


DEPRECIATION /87 
II. Change the effective age of the building to reflect the abnormal 
depreciation. 


Assume: the assessor adds three years to the effective 
age in order to reflect abnormal depreciation. 


Then effective age is =28 years 
percent good at 28 years is =e 0 
building value with total depreciation is 
$30,000 x 0.52 = '5,000 


The discrepancy between the two methods of calculating the 
allowance for abnormal depreciation reflects the difficulty of estimat- 
ing depreciation, either normal or abnormal. Any estimate of depre- 
ciation, regardless of the quality of the data used, is based on the 
assessor’s judgment and experience. It is not reasonable to expect 
that data will always be interpreted in an identical fashion, even by 
one individual. The best that can be expected is that the data will 
be interpreted in a logical and consistent manner. 

It is unlikely that any percent good table will last indefinitely 
and the assessor should periodically check its accuracy against sales. 
The life expectancy of any percent good table will vary with changes 
in market condition and with changes in technology and tastes, and 
will differ among municipalities. The best insurance for the efficient 
application of a percent good table is the common sense and experi- 
ence of the assessor. 


Cost ALLOCATION TECHNIQUES FOR MEASURING DEPRECIATION 


In some instances there may not be sufficient sales to warrant 
the construction of percent good tables based entirely on sales. How- 
ever, there are cost allocation tables, originally derived by engineers 
and accountants, that may be used by assessors. Although easy to 
apply, such tables are not perfect substitutes for tables based on 
market data and should be used with care. The three major disad- 
vantages of cost allocation tables are: 

(i) They are based on the concept of depreciation as a loss in 


value over a period of time rather than a difference in value 
at a given point in time; 


(ii) They were originally devised as a method of allocating historic 
recorded costs rather than estimating current market value; 


(iii) They overemphasize the relationship between depreciation and 
age. 
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Cost allocation tables are used in spite of these drawbacks 
because: 
(i) They are easy to apply; 


(ii) They provide a degree of uniformity if used on all buildings 
valued by means of the cost method; 


(iii) A depreciation schedule originally based on sales may resemble 
a schedule derived mathematically so closely that the latter 
provides a reasonable approximation of it. 


The use of cost allocation-type depreciation tables does not ease 
the work load of assessors as much as one might expect. They must 
continue to estimate the average useful life and the scrap value of 
each class of building as well as to estimate the effective age and 
replacement cost new of each building they value. 

The three most commonly used cost allocation techniques for 

measuring depreciation are the straight-line premise, the broken-line 
premise and the declining balance premise. 
(i) The straight-line premise assumes that a building depreciates by 
equal amounts each year. In general, it is assumed that this annual 
loss in value equals a percentage of the building’s replacement cost 
new. 


Given: (i) Replacement cost new =$10,000 
: (ii) Estimated useful life 25. yeats 
(iii) Scrap value =() 
Procedure: (i) Total depreciation is 100% of 
$10,000 =$10,000 
(ii) Annual depreciation rate= "Ou =4% p.a. 
(iii) Annual depreciation allowance 
$10,000 x .04 =$400 
(iv) depreciated buiiding value at end 
of Ist yr.=$10,000—$400 =$9,600 
(v) Depreciated building value at end 


of 2nd yr.=$9,600—$400 SSN ale) 


(Xviil) Depreciation building value at end 
of 25th yr.=$400—$400 =) 


(ii) The broken-line premise assumes that a building depreciates by 
varying amounts during its lifetime but that the annual losses in value 
are equal for several years before changing. For instance, it might 
be assumed that a building with a sixty year useful life depreciates at 
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the rate of 3% of replacement cost new for the first 25 years; at 4% 
for the next 15 years and at 2% for the last 20 years. 


(iii) The declining balance premise assumes that the building does 
not have a finite life and that the annual loss in value declines each 
year. In most instances the annual loss in value is expressed as a 
percentage of the building’s depreciated value. 


Example: 


Given: (1) Replacement cost new =$10,000 


(ii) Annual depreciation rate is 4% 
of depreciated value. 


Procedure: (i) Depreciated building value at end 
of 1st yr.=$10,000—$10,000 x .04 
=$10,000—$400 =$9,600 
(ii) Depreciated building value at end 
of 2nd yr.=$9,600—$9,600 x .04 
=$9,600—$384 OMA O 


Other cost allocation techniques include the common denom- 
inator premise, the sinking fund premise, the annuity premise and 
the years’ digits premise. These are not discussed as they have no 
substantial advantages over those already noted and are not used to 
any great extent by assessors. 


Appreciation 


When a property increases in value in relation to similar prop- 
erties over a period of time, it is said to be subject to appreciation. 
Appreciation does not necessarily mean that the property increases 
in value above its market value new; so long as its value rises above 
an earlier level, it has appreciated. That is, a property that has 
appreciated in value may still be worth less than its market value 
new; it is subject to depreciation as well as appreciation. 

Appreciation in value is generally the result of the property’s 
location, although it may result from other factors. For instance, in 
Toronto row houses that were built about 1900 gained new popular- 
ity as town houses in the 1960’s and sold for much more than they 
did between 1945 and 1960. It is as much the architectural style of 
these town houses as their location that accounts for their popu- 
larity. 
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So far as the locational aspects of appreciation are concerned, they 
can be regarded as the counterpart of the forces that lead to economic 
obsolescence. These appreciating influences include: 

(i) New or expanded transportation facilities that improve access 
of the property; 
(ii) Improvement of adjacent or neighbouring land; 


(iii) Diminution or removal of health hazards, sources of noise or 
other nuisances; 


(iv) Changes in legislation that permit more profitable development 
of the property; 


It does not necessarily follow, if property prices are being bid 
upwards, that appreciation is present, i.e., that values are changing 
relative to other properties. In some instances, the higher prices are 
caused by inflation, in which case all prices are rising. If inflationary 
conditions are present, assessors may have to make general increases 
in their assessments. They must still be aware of appreciation and 
reflect it in their valuation wherever necessary. 

The most efficient way to reflect property appreciation in a 
valuation is to lower the property’s effective age. 


CHAPTER VII 


DEMONSTRATION APPRAISALS 


In this final chapter the three methods of valuation are illus- 
trated by showing how they can be applied to various types of 
property. There are four demonstration appraisals—one for each 
method of valuation and a fourth that utilizes all three methods. 


These appraisals are as follows: 


(1) Comparative sales—residential; 

(ii) Income capitalization—commercial; 
(iii) Replacement cost less depreciation 
(iv) Combined—rural. 


shopping centre; 


Residential 


The property valued by means of the comparative sales method 
of valuation is a single family residential property located at 1214 
Nova St., York, Ontario. 


LEGAL DESCRIPTION 


The property is legally described as Lot 46, Registered Plan 
594, City of York, County of Toronto, Ontario. 


NEIGHBOURHOOD ANALYSIS 

The following analysis need not be made for every property. It 
is one of the records that would be prepared by an assessor when 
preparing an inventory of the neighbourhoods in his jurisdiction. 
Once a neighbourhood analysis is completed it becomes reference 
data for the valuation of all the properties located in the neighbour- 
hood. 


Physical environment: The property is located in a neighbourhood 
composed of three subdivisions R.P. 594, R.P. 584 and R.P. 576. 
The neighbourhood is located in the north section of the city. The 
limits of the neighbourhood are: 


(i) On the south, an older development; 
(ii) On the east, agricultural land; 


Al 
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(iii) On the north, unimproved residential land; 
(iv) On the west, rough terrain zoned as recreational park land. 


The soil is sandy and well drained with good load-bearing 
qualities. 

The ground is gently rolling and the attractiveness of the area 
is enhanced by the large trees saved by the developer. 

The area is zoned for single family dwellings with no apparent 
violations in the three subdivisions. The homes are moderately priced 
and are well maintained and attractive. There is room for expansion 
to the east and to the north of the area. In addition there are some 
lots available in the neighbourhood as Plan 594 is approximately 
90% built up, and the other two from 70% to 80% developed. 

The main street of the city runs north and south through the 
neighbourhood. This does not create a traffic problem for the area 
as the street is the extension of a district road which serves only the 
neighbourhood and the farms north of the city. The neighbourhood 
is free of nuisances and obnoxious odours. 

The neighbourhood receives most municipal services. As well 
as fire and police protection, all properties are served by hydro, water, 
sanitary sewers and storm sewers. The streets are paved, with curbs. 
Sidewalks are built on one side of the streets only, except on the 
main street where both sides have sidewalks. There are two play- 
grounds within the neighbourhood and a park on the west side. 
Public transportation is provided on the main street with a bus every 
thirty minutes. 

Public and separate schools are located in the neighbourhood. 
Four churches of the major denominations are easily accessible by 
car or public transportation. 

Shopping facilities of the neighbourhood type are available in 
the northeast section of the city. Other shopping facilities of the 
regional type are accessible by car or public transportation. These 
shopping plazas offer medical and dental services also. 

The development of the area has been steady but not rapid and 
the majority of the residents in the neighbourhood own their homes. 
Approximately ninety percent of the existing houses were built by 
contractors, while the remainder were built by the original owners. 
Only three houses are currently vacant. 
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Thirteen of the lots in R.P. 594 are vacant but there are forty 
vacant lots in the rest of the neighbourhood. These lots are being 
purchased by individuals who wish to build their own homes or have 
them built to their specifications. The neighbourhood is considered 
to be a sound area for investment by mortgage institutions. 

The neighbourhood has a population of approximately 2,400 
people. The majority of the working population are employed in 
factories located on the south and east sides of the city. The city, 
with a population of 60,000, is renowned for its farmers’ market and 
its beautiful gardens. At the present time the entire area enjoys a 
sound economy. 


Government regulations and taxes: The successive councils of the 
city have passed reasonable legislation in the areas of planning, zon- 
ing and sanitary regulations. This legislation is efficiently adminis- 
tered and has had no significant impact on property values. 

The residents of the neighbourhood generally feel they get 
benefits commensurate with their property taxes. The amount of 
taxes paid on residential properties in this neighbourhood varies from 
$210 to $300. 


Personal characteristics of the residents: The occupations of the area 
residents vary from those of the skilled mechanic to the semi- 
professional person. Incomes, for the most part, range from $5,000 
to $10,000. 

The residents’ desire to maintain the quality of their neigh- 
bourhood is reflected in the care they give their properties. 


LOCATION AND SITE ANALYSIS 


Lot 46, R.P. 594 is rectangular in shape and measures 65 feet 
by 110 feet. It is located two blocks west of Main Street on a paved 
road four blocks in length which is devoted entirely to residential use. 

The lot is practically level with a gentle slope to curb grade. 
There is easy access to public transportation (2 blocks), to schools 
(1-3 blocks), churches (2-3 blocks), shopping facilities (3 blocks) 
and employment (downtown 3-5 blocks). The lot is fully serviced 
and all utilities are connected. 
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BUILDING ANALYSIS 

The site is improved with a ten-year-old single family, brick 
veneer one-storey residence. The building is irregular in shape with 
the main portion 40 feet by 28 feet and the wing five feet by nine 
feet. The total area is 1,165 square feet. 

A detached one-car frame garage is located on the west side of 
the house. The garage measures 14 feet by 20 feet with an area of 
280 square feet. 

The building has the following character of construction and 
quality of construction characteristics: 


foundation: 


exterior walls: 
floors: 


roof: 


sash and doors: 


interior finish: 


cabinets and 
built-ins: 


plumbing: 


heating: 
electrical: 


garage: 


Eight foot concrete wall 10 inches thick on 18 inch 
by 8 inch footing. 

Standard brick veneer. 

Second grade hardwood on diagonal shiplap sub- 
flooring on 2 inch by 8 inch; 16 inch o.c. joists 
in three bedrooms, dining room and living room. 
The kitchen and bathroom floors are of light 
colour vinyl asbestos tile. Concrete floor in 
basement. 

Asphalt shingles on T. and G. deck on 2 inch by 
6 inch, 16 inch o.c. rafters. There is a two foot 
overhang around the hip roof. 

The living room window is double glazed on a 
wood frame. Other windows are frame, double 
hung, painted. The doors are painted fir. 

Lath and plaster on walls and ceilings. The trim 
is softwood, painted. The bathroom walls are 
painted and tiled over the tub. 

One clothes closet in each bedroom. One medicine 
cabinet in bathroom. One linen closet. The 
kitchen cupboards are built of pine and painted. 
The counter top is arborite as is the back splash. 
Standard white fixtures in bathroom, consisting of 
basin, toilet, bath tub and over-the-tub shower- 
head. One single compartment kitchen sink. 
Laundry tubs in basement. 

Central forced air, oil fired furnace. 

Cable wiring. Average number of outlets. Door 
chimes. The house is wired for heavy duty range 
and clothes dryer. 

Concrete slab floor. Wall framing is of 2 inch by 
4 inch studs, 16 inch o.c. Exterior finish of good 
quality siding. Asphalt shingles on shiplap on 2 
inch by 4 inch, 16 inch o.c. rafters. Two windows. 
One pedestrian door and one overhead door. 
Average wiring. 


This information would be set out in an appraisal card such as 


that in Figure 5. 
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COMPARABILITY OF PROPERTIES 


The property being assessed (Lot 46, R.P. 594) has not been 
involved in a transaction since 1959 although there have been a 
number of sales of developed properties as well as vacant sites in 
the neighbourhood during the previous twelve months. 

There have been sales of five developed properties sufficiently 
like the subject property that they can be considered similar. All the 
comparable properties are located in the same neighbourhood as the 
subject property and have the same facilities and municipal services. 


TABLE 5 
ANALYSIS OF COMPARABLE PROPERTIES 


Characteristic Sale #1 Sale #2 Sale #3 Sale #4 Sale #5 
Location BOtlos Lot 113 Lot 460 Lot 468 
R.P.594 R.P.584 R.P.576 ReP:576 Ree 06 
Year Constructed 1955 1954 1953 1955 1955 
Area 1200US Fel 50S. 125)S, Pai, [380 Ssh el 150,.Seke 
Classification D6 D6 D6 D6 D6 
Lot Size 67 ft by 65 ft by 65 ft by 65 ft by 66 ft by 
109 ft 109 ft Sete 110 ft 109 ft 
Differences from 2 Catt: nil nil finished nil 
Subject Property garage bsmt. 
Net Adjustment — $220. nil nil — $1,200. nil 


In addition to the five developed properties, five sales of vacant 
lots were examined in order to estimate the value of the site of the 
subject property if it were vacant. The characteristics of the com- 
parable sites are listed below in Table 6. 


TABLE 6 
ANALYSIS OF COMPARABLE SITES 

Characteristics Sale #6 Sale #7 Sale #8 Sale #9 Sale #10 
Location Piven i4ip ton iismeioroae mero son micndce 
R.P.594 R.P.594 R.P.584 R.P.584 R.P.576 

Frontage Oi 10: Oonit. 66 ft. 65 ft. 66 ft. 
Depth 105 6 DLO 100 ft. 110 ft. 109 ft. 
Terrain Similar Similar Slightly Slightly | Superior 

Inferior Inferior 

Access Com- Com- Better Better Com- 
parable parable parable 

Services Similar Similar Similar Similar Lacks 

Paved 

Roads 
ier Nansen On nerel ill il “all +$100. 
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COMPARABILITY OF TRANSACTIONS 


The transactions selected from the total number of transactions 
in the neighbourhood were those that seemed typical for the area. 
In the case of the developed properties the transactions occurred 
between owner-occupants and prospective owner-occupants. All the 
properties were listed with real estate agents before being sold. 
Except for one sale to a speculator who has continued to hold the 
land vacant, all the sites were sold by a developer to prospective 
Owner-occupants who have since constructed single family residences 
or are in the process of doing so. 

There were three transactions—two of developed property and 
one of vacant land—for which the terms were adjusted to reflect 
what were felt to be non-typical methods of financing. These are 
recorded in Table 7. 


TABLE 7 
ADJUSTMENT OF TERMS OF TRANSACTIONS 


Sale 3 Sale 4 Sale 7 


Terms of Sale 

Cash $ 1,000.1 $ 2,000. $ 1,000. 

Ist Mortgage 12,500. 123900; 

2nd Mortgage 1,500.2 

Other 1,200.3 
Net Adjustment + 1,000. — 450. — ‘100 
Adjusted Sale Price $14,500. $15,950. $ 2,100. 


"Forced sale and owner accepted abnormally low down payment. 
“Second mortgage discounted by $450. 
“Paid when construction started; discounted by $100. 


COMPARABILITY OF MARKET CONDITIONS 


The demand for the type of dwelling that predominates in the 
neighbourhood has been constant at a fairly high level for the past 
two years. As the sales took place in the previous twelve months, it is 
presumed that market conditions have not changed in that period. 
Therefore no adjustments in sale price to compensate for different 
market conditions have been made. 


SUMMARY AND ESTIMATE OF MARKET VALUE 


The information upon which an estimate of market value for 
the entire property, and for an allocation of value between land and 
building, can be made is summarized in Table 8. 
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TABLE 8 


ESTIMATE OF MARKET VALUE: PROPERTY AND SITE 


| Date of Sale Property Transaction Market 
Sale Sale | Price Adjustment! Adjustment2 Value 
Sale 1 June/66 $15,300 — $220 $15,089 
Sale 2 July/66 14,900 — 14,900 
Sale 3 Dec./65 13,500 — + $1,000 14,500 
Sale 4 June/66 16,400 — $1,200 — $450 14,750 
Sale 5 Aug./66 15,000 — 15,000 
Sale 6 June/66 2,000 — 2,000 
Sale 7 July/66 2,200 — —$100 2,100 
Sale 8 Jan./66 2,050 — 2,050 
Sale 9 Apr./66 2,000 — 2,000 
Sale 10 Jan./66 1,950 +$100 2,050 
‘See Tables 5 and 6. 
esce lable 7. 


The estimated market value of Lot 46, Registered Plan 594, 
City of York is $15,000. On the basis of vacant land sales it is 
estimated that the site of the subject property would, if it were 
vacant, sell for $2,000. The market value of the property is allo- 
cated between land and building on the basis of: 


Land 
Building 


$ 2,000 
$13,000 


The date of valuation is November 15, 1966. 


Commercial 


The property to be valued by the income capitalization method 
of valuation is a one-storey masonry building, owned and occupied 
by Acme Clothing Ltd., a men’s clothing store. It is located at 1140 
Elm Street. 


LEGAL DESCRIPTION 


The property is legally described as Lot 12, Block A, City of 
York, County of Toronto, Ontario. 


COMPARABILITY OF PROPERTIES 


It is essential that properties which are to be valued by the 
income capitalization method of valuation be classified carefully so 
that proper comparisons can be made. The properties would be 


classified in the same manner as that set out in the first appraisal. 
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although the emphasis would differ reflecting the commercial, rather 
than the residential, use of the properties. 


PROCESSING INCOME 


Evaluation of the rental agreement: Since it is owner occupied there 
is no lease involved with the subject property. However, an exam- 
ination of leases for comparable properties indicates the following: 
(i) The typical lease runs from two to five years; 
(ii) The owner pays the property taxes; 
(iii) The owner is responsible for decorating, repairs, etc.; 


(iv) The owner is responsible for maintenance; 
(v) The tenant pays all utilities. 


Gross rent: There are four tenant-occupied properties similar to the 
subject property in the immediate vicinity. The rents paid by the 
tenants in these properties were analyzed in order to estimate a gross 
rent for the subject property. The rents were calculated on a front 
foot basis as the usable areas in each property varied considerably 
and there was no coherent pattern formed by the unit rentals. 


TABLE 9 


ANALYSIS OF MONTHLY RENTS 


Property Monthly Rent 
(per front foot) 
1165 Elm St. $21.45 
12201 Pines st 21.05 
1011 Elm St. 20525 
1190 Elm St. 20.90 


The median rent is $20.98 per front foot which is rounded to 
$21.00. Various owners and tenants who were interviewed agreed 
that a monthly rent of $21.00 per front foot was reasonable. 

The subject property has a street frontage of 50 feet, thus the 


monthly rent estimate is $1,050 and the annual rent estimate is 
$12,600. 


Calculation 

Monthly rent per front foot yl 
Street frontage == (een 
Monthly rent=$21 50 ==) 15050 


Gross annual rent=$1,050 12 $12,600. 
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Vacancy and collection losses: The subject property suffers no losses 
from vacancies or problems of rent collection. Analysis of compar- 
able properties indicates that an allowance of four percent of gross 
income is reasonable. The allowance can be allocated between 


vacancy and collection as follows: 


Vacancy—1.5%; 
Collection—2.5 % 
The total vacancy and collection loss is $504. 


Calculation 
Vacancy allowance = 155'%. of $12.600=$1.89 
Collection allowance = OnOl $12,600= g15 


Total vacancy and collection allowance 


Effective gross income: 


Calculation 
Gross income ==> 12,6000 
Vacancy and collection loss = 504 


Effective gross income 


$12,096. 


Expenses: The annual expenses incurred in the operation of the 
property are estimated to be $2,895. These are allocated as follows: 


TABLE LO 

ANALYSIS OF EXPENSES 

Item Amount 
Fuel $ 245 
Electricity 240 
Water 60 
Janitorial Service 1,000 
Insurance 250 
Decorating 200 
Painting 100 
Repairs 800 
Total $2,895 


The owner is not in the habit of establishing reserves for the 
replacement of capital equipment and it was not felt necessary to 


set them up for properties of this type. 


Net income: The net income for the property is $9,201. 


Calculation 
Effective gross income == 512;096 
Expenses =e Oy 


Net income 


bo e2G 17 
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CAPITALIZATION RATE 

Yield rate: There were sufficient sales of comparable income proper- 
ties so that it was possible to develop a yield rate from market data. 
Six sales were analyzed and a median yield rate of 5.96% was 
developed. This was rounded to 6%. 


TABLE 11 


MARKET DERIVATION OF A YIELD RATE 


Property Sale Adjusted Yield 

Price Net Income Rate 
1165 Elm St. $ 77,300 $4,745 6.1477 
1220 Pine St. 104,300 a OD 5417. 
1011 Elm St. 101,600 4,980 4.90% 
1190 Elm St. 90,900 y005 6.12% 
96 Maple St. 105,200 6,145 5.69 7 
937 Pine St. | 112,800 6,800 6.0307 


Median rate is 5.96% rounded to 6% 


Amortization allowance: The amortization allowance for the property 
is esuumated to be 2.5%. 


Calculation 

Average life == U0, veans 
Effective age =10 years 
Remaining useful life —=40 years 
Amortization allowance = 79% 100=2.5% 


Property tax allowance: The allowance tor property taxes is estimated 
at 2 percent; it is based on a tax rate of 50 mills and an assessment- 
market value ratio of 40 percent. 


Calculation 


Mill rate == USMS 
Assessment-value ratio —40% 
Property tax allowance =, 05>40= 02227 


Capitalization rate: The capitalization rate that should be applied to 
the amortized portion of the property is the sum of the yield rate, the 
amortization allowance and the property tax allowance, i.e., 6%+ 
De Ot LO S70 

The appropriate rate for that portion of the property that is not 
amortized is 8% (the sum of the yield rate and the property tax 
allowance). 
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MARKET VALUE ESTIMATE 


The market value of the property is calculated by applying the 
property reversion technique. 


Calculation 

The reversionary value is calculated by deducting the estimated 
decrease in value over the property’s remaining useful life from the 
capital value of the net income. 

The estimated decline in value is 80% of the capital value of the 
income; therefore, the estimated reversionary value is 20% of the 
capital value of the income. 

The anticipated shape of the income stream is straight-line declining. 


Capital value of the net income a = )57,020 
10.5% 
Reversionary value of the property =20% <$87,629 =p le 26 
Present worth of the reversionary 
value = 20)xe0400 5 eae SUG 
The estimated market value of the 
property 


=87,629+ $806 
San oTSEC BP 
rounded to $88,400 


The date of the appraisal is November 15, 1966. 


Shopping Centre 
The cost method of valuation is applied to a neighbourhood 
shopping centre located on York Road in the City of York. 


LEGAL DESCRIPTION 
The property is legally described as the North Half of Block A, 
Parcel No. 1867, City of York, County of Toronto. 


NEIGHBOURHOOD ANALYSIS 

The unique nature of each shopping centre makes a complete 
and detailed neighbourhood analysis for every shopping centre in a 
jurisdiction a prerequisite. The neighbourhood characteristics that 
should be examined are: 

(i) The physical environment of the neighbourhood; 

(ii) The number of families in the neighbourhood; 

(iii) The purchasing power of the potential customers; 

(iv) The amount of present and future competition. 

A thorough analysis of the neighbourhood will reveal many of 
the factors affecting the value of the centre. 


‘Present worth factor for a single payment to be received in 40 years 
when the rate of return is 8% is .0460. (Table 17, Appendix D, Page 156). 
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Area: The subject property is located in a neighbourhood approxi- 
mately 112 miles long by | mile wide. The neighbourhood is used 
for residential purposes. The only exceptions are four service sta- 
tions and the centre itself. 

The area is delineated by man-made boundaries. To the north 
is a limited access freeway. To the south the neighbourhood extends 
to Elm Street, another major traffic artery. The east and west bound- 
aries are not as clearly defined as the others. However, the area 
appears to extend approximately 34 of a mile on both sides of First 
Avenue. 

The terrain is level and drainage is adequate. The load-bearing 
qualities of the soil are good as is indicated by the presence of high- 
rise apartment buildings. All services are installed and the area is 
well planned. Public parks and playgrounds are maintained for the 
residents. There are no industries in the neighbourhood. There are 
no detrimental factors such as smoke or odours affecting the neigh- 
bourhood. Public transportation runs regularly along First Avenue 
and York Road with stops in front of the centre. 

The area is fully developed and there are few vacancies at the 
present time. The residential neighbourhood is made up of single 
family dwellings, semi-detached dwellings, row houses and high-rise 
apartment buildings. All the single family dwellings and most of the 
semi-detached dwellings are owner-occupied. As this area is one 
of the good residential locations in the city, rents are high. However, 
the lack of vacancies indicates the strong demand for the type of 
accommodation provided in the area. 


Size of population: The shopping centre is located near a heavy 
concentration of population with approximately 550 families living 
in the market area. The apartment buildings are all within 34 of a 
mile from the centre with the largest ones being located on York 
Road directly across the street from the centre. 


Purchasing power of the potential customers: The annual income of 
the families living in the trade area varies from $7,000 to $20,000. 
The median income is $11,500. 

Most of the shopping is done by the wife, primarily because of 
the accessibility of the centre. 


Competing locations: One and one-half miles west of the centre on 
York Road is a community shopping centre. There is a regional 
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shopping centre located at the corner of Elm Street and Second 
Avenue approximately two and a quarter miles from the property. 
A third shopping centre, which brings some competition to the prop- 
erty, is located on Second Avenue north of the freeway. 

As the area is fully developed and relatively new, no increase 
in competition is foreseen. The construction of a new centre in the 
neighbourhood would require a change in zoning laws and would 
also require the removal of numerous structures to clear the land. 


LOCATION AND SITE ANALYSIS 

Locational characteristics: The property is strategically located on 
York Road as it is readily accessible from any point in the neigh- 
bourhood. The residents living north of York Road have to come 
south to York Road or to Elm Street to get to one of the Avenues 
that lead to the downtown area and to other shopping centres. The 
residents to the south of York Road have to go east on Elm Street 
to get to Second Avenue or north to York Road and then west to 
First Avenue as there is no interchange at Elm Street and First 
Avenue. 


Size of site: The area of the site is 3.5 acres, with a frontage of 400 
feet on York Road. 


Topography: The site is level and all parking areas are on one level. 


Subsoil conditions: The load-bearing qualities are good. There are 
no adverse factors. 


Municipal services: All the public utilities are available to the site. 
Parking: The parking is adequate for a neighbourhood centre. 


VALUATION OF THE SITE 


NOTE: The valuation of a shopping centre cannot ordinarily be 
based on comparison with sales of commercial properties in 
the vicinity. The value of these other commercial sites 
depends on considerations other than those applicable to a 
shopping centre. They are detached sites and may still be 
good sites without providing parking at the same location. 
A shopping centre is an integrated group of stores sur- 
rounded by a parking lot. The shopping centre may be 
located outside a hamlet, a city or town and be in a gooa 
location or it may be surrounded by farm land or residential 
land and still enjoy a favoured location. 


In this instance the value of the site was estimated as the sum 
of the land acquisition cost plus the cost of development. Since 
both these costs are ten years old, they have been adjusted to reflect 
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rising costs over that period. The adjustment factor reflects changes 
in the level of commercial real estate activity as well as increases in 
the cost of living. 


Calculation 

Cost of raw land (1956) = $28,000 

Cost of services (1956) =a 00 

Total land cost = $45,500 


The total adjustment factor is 20%. It consists of a cost of 
living index increase of 12% and an increase in the real estate market 
index of 8%. 


Site value=$45,500x 1.20=$54,600 


IMPROVEMENT ANALYSIS 
The land is improved with a neighbourhood shopping centre 
known also as a convenience goods centre. The complex contains 
eight stores, two offices and a restaurant, as illustrated in the diagram 
below. 
FIGURE 7 


SHOPPING CENTRE, YORK ROAD 
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1. Hardware 7. Drug Store 
2. Barber Shop 8. Doctor’s Office 
3. Delicatessen 9. Insurance Office 
4. Bank 10. Restaurant 
5. Cigar and Book Store 11. Supermarket 
6. Men’s Wear Store 
Supermarket (Structure “A’’) 
type: One Storey—C 
year built: jee yg | 


quality of construction: Class 7 
(See specifications 
in Manual of Cost 


Factors ) 

heating: Low Pressure Steam 
air conditioning: Coolant Air System 
sprinkler system: Concealed 

interior partitions: LO 30" 


Studs) 2% 4° =.16” o:cs 
Plaster on one side 
6—3’x7’ Pedestrian Doors 
basement: Nil 
store front: Aluminum Framed Plates—clear anodized 
20 breaks: to 75 S.F. 
2 Pair Aluminum 
Framed clear anodized 
2 Single Automatic Doors 
Aluminum framed clear anodized 


exterior doors: 


canopy: Good quality Cantilevered Ceiled 
Metal Frame 
concrete walkway: Geiconcrete 


Ancare 1.000isds tte 
Shopping Centre (Structures “B” and “C”’) 


type: One Storey—C 

year built: Sey) 

foundation: Concrete Slab 

basement: Nil 

exterior walls: Face Brick 

flooring: Tile on Concrete 

ceiling: Tiles 

interior walls: Plaster 

plumbing: Rest rooms as found in a Quality Class 7 
heating: Coolant Air Conditioning System with 


store front: 


doors: 


Chiller. Hot Water 

Aluminum Framed Clear Anodized 

Breaks to 75 sq. ft. 

Aicas 500 sdaitron structures :C @ 

Structure “B’’—800 sq. ft. 

Structure “B”—4 pair Aluminum Framed 
—1 single Aluminum Framed 

Structure “C’—4 pair Aluminum Framed 
—2 single Aluminum Framed 

All doors are clear anodized 
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partition: Structure “B’—Area: 200 ft. 
Construction: 2” x4” @ 16” o.c. 
Painted 


Plaster (400 sq. ft.) 
Doors: 4 Pedestrian 

Structure “C”—Area: 1,300 ft. 
Construction: 2” x4” @ 16” o.c. 
Painted 
Plaster (2,600 sq. ft.) 
Doors: 8 Pedestrian 

canopy: Area 93.800 sae: 
Good quality 
Metal Frame 


mall: Construction: same finish as canopy— 
Concrete walk is the same as patio and 
walkway 

patio and walkway: Areas 00 sq its 


6” Concrete slab 


Yard Improvements 


Total Area of Site 152,460 sq. ft. 
Total Area of Structures: 34,500 sq. ft. 
Area of Parking = 960 sqaakte 


Macadam Paved 
12—2-Light electroliers—30 feet high 
300 feet of concrete curbing 


ESTIMATION OF REPLACEMENT Cost NEW LESS DEPRECIATION 


Structures A B G 
Area 8800 6400 9100 
Height 16’ ee 
Basement Nil Nil Nil 
Design Type Supermarket Centre Centte 
Character of Construction Gc C Cc 
Quality of Construction a q if 
Shape A A A 

(a) Supermarket Cost Factors 


Basic rate for aC 7A: 16’ High 
Rate HZ 
Area Adjustment Factor [202 


Rate adjusted for area 7.34 

Heating: Rate: 90¢ per foot 

Air Conditioning: Rate: $1.60 per foot 

Sprinkler System: Rate for 8,800 sq. ft. of concealed 
system: 50¢ per foot 

Interior Partition: Painting: 12¢ 
Wall Framing: 14¢ 
Plaster: 29¢ 

Store Front: Rate: $5.10 per foot 

Canopy: Rate $5.00 


Concrete Walkway: Rate: 60¢ per sq. ft. 
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Replacement Cost New of Supermarket 


First Floor: 8,800 sq. ft. @ $7.34 =$ 64,592 
Heating: Seo OUISCeel teem OC) Pert, 
Air Conditioning: 8,800 sq. ft. @ 1.60 = 14,080 
Sprinklers: 8,800 sq. ft. @  .50 = 4,400 
Partitions: (16’x 80’) —(6’x 21’) =1,154 

ILD Asie) = 634 
Doors: 6 Pedestrian Doors @ $30 == 180 
Store Front: (5280 sq. 177 @>$5.10 = 6,528 
Doors: 2 Pairs @ $600 roe 1,200 

2 Automatic @ $1,100 = A N0 
Canopy: 1,000 sq. ft. @ $5.00 == 5000 
Walkway: FOOOsG=Ity@=. <60 == 600 
otal ke GsN: =$107,334 

Local Factor 110% 

R.C.N.—City of York == 10723346010 =p 1182065 
Depreciation 


Average Life of Structure: 60 years 
Effective Age of Structure: 8 years 


The effective age is the same as the chronological age. 


The structure does not suffer from abnormal obsolescence either 
economic or functional. 


Age in years: 8 years 
Re oe 
Percent Good Factor: OT % 
R.C.N $118,065 
Percent Good sOT 


Replacement Cost Less Normal Depreciation—$114,525 


(b) Structure “B” Cost Factors 


NTiCa: 6,400 sq. ft. 


Rate: Basic for a C7 A is $8.90 
(Neighbourhood Shopping 


Centre ) 
Area adjustment factor eo 
Adjusted rate Br GlE0 0 0 O 
Heating and 
Air Conditioning Rate for 6,400 sq. ft. =$2.30 
Store Front: Rate per foot == pont O 
Partition: Rate per foot =26¢-++58¢ 


ft. for plaster 
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Replacement Cost New—Structure “B” 


First Floor 
Heating and 

Air Conditioning 
Store Front: 
Doors: 


Partition: 

Canopy: 

Mall: 

Patio and Walkway: 


Total R.C.N. 
(Cs) 


Area: 
Rate: Basic 
Area adjustment 

factor 
Adjusted rate: 
Heating: 
Store Front: 
Partition: 


6,400 sq. ft. @ $9.70 


Dah) 
Ak, 


6,400 sq. ft. @ 
800 sq. ft. @ 
4 pairs @ $600 
1 single @ $325 
200 sq. ft. @ $0.84 
3,800 sq. ft. @ $5.00 
1,600 sq. ft. @ $5.00 
9,200 sq. ft. @ $0.60 


SIFUCIULE 2 Cae GOS aCrOrs 


9,100 sq. ft. 


$8.90 
102 


$9.08 


Rate for 9,100 sq. ft. 


Rate per foot 
Rate per foot 


Replacement Cost New—Structure “C” 


First Floor 
Heating: 
Store Front: 


9,100 sq. ft. @ $9.08 

9,100 sq. ft. @ $1.50 

1,300 sq. ft. @ $5.10 
(Breaks to 75 sq. ft.) 


Doors: 4 pairs @ $600 
2 singles @ $325 
Partitions: 1,300 sq. ft. @ $0.84 
(Canopy—Mall—with Structure “B’’) 
Total R.C.N. 
Structure “B” = $116,293 
Sinuctures<C #= 91.07.0350 
Total = 52235343 
Local Factor = 110% 


RGN; 


Depreciation 


=$ 62,080 


14,720 
4,080 
2,400 

BZD 
168 


Le ETN te I 


=p. 52,026 
== 9135600 


6,630 
2,400 

650 
15092 


$107,050 


The structure has received normal maintenance. 
abnormal depreciation. The parking is adequate as to location and 


size of the structure. 


Average life 

Age in years 
Effective age 

Percent Good Factor 
R.C.N. 

Percent Good 


Re Gre N.D: 


60 years 
8 years 
8 years 

OTe 


$242,677 


There is no 


$245,677 
oy 


$238,306 
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(d) Replacement Cost of Yard Improvements: 


Farm 


Paving: 
Area bh o60isa 16 
Rate 20¢ 

117,960 sq. ft. @ 20¢ == )23,090 

12 only 30’ — 2 light electroliers @ $680 = 183160 
400 Lin. Ft. Conc. Curb @ $1.00 = 400 
Total R.C.N. = $32,150 
Local Factor = 110% 
R.CN. = $35,365 
Depreciation 
Average Life of Paving 15 years 
Effective Age 8 years 
Reb alse 7 years 
Percent Good Factor 54% 
Yard Improvements New: $35,365 
Percent Good 54 
RC ENiD. $19,097 

Total 
Dire ubem 7.0 $114,525 
Structure; Bands C: 238,306 
Yard 19,097 
Value of Improvements $371,928 
Land Value 54,600 
Value of the Property $426,528 
(By the Cost Method) 

MARKET VALUE ESTIMATE 
Land $ 54,600 
Buildings S712 
Total $426,528 
Rounded to $426,500 


In this final appraisal all three methods of valuation are applied 
to a farm property located in Ash Township, County of Toronto. 


LEGAL DESCRIPTION 

The property is legally described as all that part of Lot 7 north 
of the railway right-of-way on Concession 5, Township of Ash con- 
taining one hundred acres more or less. 
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DESCRIPTION OF THE PROPERTY 


(a) Land: The farm consists of 100 acres; the land is well suited to 


the production of coarse grains and hay. There are five distinct soil 
types on the farm. 


(1) The front forty acres are a clay loam, level, with some stoni- 
ness gently sloping and good drainage. Grade No. 2 land 
(80 points) ; 

(ii) The next twenty-five acres are a clay soil, level, slightly stony 
and fair drainage. Grade No. 3 land (75 points) ; 

(iit) There are ten acres in the southwest corner similar to the pre- 
vious soil type; however, its shape (triangular) makes it awk- 
ward to cultivate with large machinery. Grade No. 4 land 
(55 points) ; 

(iv) The fifteen acres on the east side are black muck and have six 
inches to one foot of topsoil underlain with spots of quick- 
sand. Five acres of this section are covered with trees while 
the remainder is pasture. The area is subject to excessive 
flooding. Grade No. 5 land (40 points) ; 


(v) In the southeast corner are ten acres of soil similar to that in 
the southwest corner and covered with trees. 


(b) Improvements: There are three major buildings on the farm— 
a house, a barn and an implement shed. These buildings are wired 
for electricity and served by well water from the farm. The water is 
pumped to the buildings electrically. 


(1) House—(the buildings are described in more detail on the 
appraisal card). 


foundation: 


exterior walls: 
floors: 


roof: 


sash and doors: 


interior finish: 


cabinet and 
built-ins: 
plumbing: 


heating: 
electrical: 


A full basement with fieldstone walls and a con- 
crete floor. The walls are 7’9” in height. 


Solid brick. 


Softwood in all rooms but the kitchen, which is 
covered with linoleum, and the bathroom, which 
has a tile floor. 


A hip roof with 1/4 pitch and covered with 210 
Ibs. asphalt shingles. 


The windows are frame, double hung and painted. 
The doors are standard. 


Wood lath and plaster on the walls and ceilings of 
all rooms. 


The storage capacity is average. 


Standard three-piece bathroom and a _ porcelain 
kitchen sink. 


Central, coal-fired gravity furnace. 


There is cable wiring with an average number of 
outlets of medium quality. 
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garage and frame The garage is one-half of an old frame shed con- 
shed: verted to a garage. The garage is unlined with a 
concrete floor. 


(i) Barn—built in 1880. 

The bank barn is a typical “L” shaped frame timber structure. 
The main barn has 18 foot posts while the foot of the “L” has 10 
foot posts. The barn has a nine foot stone foundation with a con- 
crete floor. It has very little stabling. 

(ii) Implement Shed. 


The shed is frame on a rubble foundation and a dirt floor. It 
is badly in need of repairs. 


SALES OF COMPARABLE PROPERTIES 


There are fourteen recent sales of comparable properties in the 
area. Seven of these are sales of land only and are used to provide 
an estimate of area-wide land values. The remaining seven sales 
include buildings, which provide an excellent measure of the abnormal 
depreciation of farm buildings in the area, as well as a check on the 
land values estimated from the other sales. 


Sale No. 1 


Location 


South part of Lot 24, Concession 6, 
Township of Ash 


Date of Sale July, 1966 

Sale Price $7,000 

Terms Cash $1,000 
Ist Mortgage 3,000 
2nd Mortgage 3,000 

Land Size Grade Rating 
SO ac. #1 95 points 

Improvements nil 

Sale No. 2 

Location South part of Lot 22, Concession 4, 
Township of Ash 

Date of Sale October, 1965 

Sale Price $3,000 

Terms Cash ~ $3,000 

Land Size Grade Rating 
20 ac. #2 85 points 
Loeac, #3 70 points 
SyS.ac} #5 40 points 


Improvements 


nil 
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Sale No. 3 


Location 


Date of Sale 
Sale Price 
Terms 


Land 


Improvements 


Sale No. 4 


Location 


Date of Sale 
Sale Price 
Terms 


Land 


Improvements 


Sale No. 5 


Location 


Date of Sale 
Sale Price 
Terms 


Land 


Improvements 


Sale No. 6 


Location 


Date of Sale 
Sale Price 
Terms 


Land 


Improvements 


South part of Lot 19, Concession 2, 
Township of Ash 


April, 1966 

$5,000 

Cash $5,000 

Size Grade Rating 
ODsac: #4 60 points 
Bac #5 40 points 
nil 


North part of Lot 18, Concession 6, 
Township of Ash 
January, 1966 


$3,700 

Cash $3,700 

Size Grade Rating 

B5.ac: #| 95 points 
4 ac. #5 50 points 

nil 


North part of Lot 9, Concession 4, 
Township of Ash 
December, 1965 


$4,000 

Cash $4,000 

Size Grade Rating 

30 ac. #2 90 points 

10 ac. #3 70 points 
tree covered—not used 


TOQvac; 
nil 


North part of Lot 3, Concession 3, 
Township of Ash 
February, 1966 


$12,000 

Cash $1,000 

Ist Mortgage 7,000 

2nd Mortgage 4,000 

Size Grade Rating 

LOAC. #1 95 points 

24 AC. #2 80 points 
Daace #5 40 points 


nil 
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Sale No. 7 


Location North part of Lot 7, Concession 2, 
Township of Ash 
Date of Sale November, 1965 


Sale Price $7,000 

Terms Cash $7,000 

Land Size Grade Rating 
SD OsaCe #1 95 points 
BD ac: #2 80 points 
30 ac. #4 65 points 


Improvements _ nil 


ANALYSIS OF LAND SALES 

Both Sales No. 1 and No. 6 are financed with a relatively low 
cash down payment and a second mortgage. On the basis of inter- 
views with investors in the area the second mortgages have been 
discounted 30% to reflect the current investment market. The first 
mortgages are accepted at face value as is the case with local 
investors. Thus the market equivalents of Sales No. 1 and No. 6 are 
$6,100 and $10,800 respectively. 

The indicated market values of the various grades of farm land 


aC. 
No. 1 S (iS per acte 
No. 2 $ 95 per acre 
INO.3 5 70 per acre 
No. 4 $ 60 per acre 
No. 5 Seo pereacre 


The analysis of land values is summarized in Table 12. Where 
there is more than one grade of land included in the sale, the per 
acre values are estimated in an empirical fashion. There are two 
constraints that must be kept in mind when this method is used. 
First, the values for lower grades of land must be less than the values 
for higher grades. Second, the total market value of the property, 
when calculated from these rates, must fall within one percent of the 
market equivalent of the sale price. 


ABNORMAL DEPRECIATION 

A major problem encountered when estimating the market value 
of farm properties is the proper allowance for abnormal depreciation 
suffered by farm buildings and not measurable by any depreciation 
schedule. This abnormal depreciation is generally a result of 
functional obsolescence brought about by changing social conditions 
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and improved agricultural technology. There may also be an element 
of economic obsolescence if the properties are located in an area 
where the farms are being consolidated into larger units. 

Seven sales were analyzed in order to estimate the proper allow- 
ance for abnormal depreciation in the area to be applied to the 


subject property. 
Sale No. & 


Location 


Date of Sale 
Terms 
Land 


North part of Lot 4, Concession 2, 
Township of Ash 

August, 1965 

Cash $19,500 

Size 100 acres 

Value $10,875 

Grade predominantly #1; also #2 


and woods 

Improvements Residual Building Value= 

$19,500—$10,875 =) 6,020 

R.C.L.N.D.— 

House $5,260 

Barn 5,645 

Garage 265 

Total ==> Pet L0 
Abnormal 
Depreciation Slit? 0 = 88.625 =o 12,545 
Abnormal Depreciation as a percentage of total R.C.L.N.D. 

nS PRC 

is Gi hed 9A) = 23.76 

Sale No. 9 

Location North part of Lots 21 and 22, Concession 4, 


Date of Sale 


Township of Ash 
October, 1965 


Sale Price $20,500 
Terms Cash $20,500 
Land Size 116.5 acres 
Value $12,110 
Grade predominantly #1 and #2, 
also #5 
Improvements Residual Building Value= 
$20,500—$12,110 urs. 390 
RGN. D: 
House $6,095 
Barn 4,200 
Shed 290 
Total sell Lore 5 
Abnormal 
Depreciation = $10,585—$8,390 aap DOS 
Abnormal $ 2.195 
Depreciation (%) = 100 == 21% 


$10,585 
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Sale No. 10 
Location North part of Lot 10, Concession 5, 
Township of Ash 
Date of Sale September, 1965 
Sale Price $13,500 
Terms Cash ~ $135500 
Land Size 92 acres 
Value $5,980 
Grade largely #3; also #2 and #5 
Improvements Residual Value= 
$13,500—$5,980 == $\/220 
RR GsLEANeD? 
House $4,475 
Barn 4,760 
Hog House 550 
Shed ATs 
Garage 190 
Total ==) 1 UlMoU 
Abnormal 
Depreciation =  $105450-=5 73520 Sa RENN 
Abnormal $ 2.930 
Depreciation (%) = : S< 100 =28% 
$10,450 
Sale No. 11 
Location North part of Lot 13, Concession 2, 
Township of Ash 
Date of Sale May, 1966 
Sale Price $13,500 
Terms Cash $13,500 
Land Size 100 acres 
Value $7,070 
Grade largely #3; also #2 and #5; 
some woods 
Improvements Residual Value= 
$13;500==$7,070 =$ 6,430 
Re Gal AND: 
House $3,535 
Barn 4,380 
Shed 300 
Total = ee 
Abnormal 
Depreciation = $8,215—$6,430 == leihe 
Abnormal $1,785 
Depreciation (%) = : 100 =2 
Pp (%) $8,215 x 2% 


Sale No. 12 


Location South part of Lots | and 2, Concession 5, 
Township of Ash 
Date of Sale January, 1966 


Sale Price 
Terms 
Land 


Improvements 


Abnormal 
Depreciation 


Abnormal 
Depreciation (%) 


Sale No. 13 


Location 


Date of Sale 
Sale Price 
Terms 

Land 


Improvements 


Abnormal 
Depreciation 


Abnormal 
Depreciation (% ) 


Sale No. 14 


Location 
Date of Sale 
Land 
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$19,750 
Cashi> 43.19:750 
Size 200 acres 


Value $10,950 

Grade _ largely #4; also #2 and #5; 
some swamp. 

Residual Value= 


$19,750—$10,950 =$ 8,800 
RGCEN:D: 
House $5,625 
Shed 530 
Barn 4,535 
Barn ioos) 
Total == h12.525 
= $12,525—$8,800 =). 3,125 
Nees a ee 
= 100 = 30% 
$12,525 °° iS 


North part of Lot 17, Concession 4, 
Township of Ash 
March, 1966 


$13,000 
Gash $13,000 
Size 91 acres 


Value $6,075 

Grade largely #2 and #3; also #4; 
some swamp 

Residual Value= 


S132000-=$6,075 = 6,925 

REGLENED: 

House $3,875 

Barn 5,5:1.0 

Total 7 =$ 9,245 

$9,245—$6,925 == ea 
9 . 

WeSC =25% 

$ 9,245 


South part of Lot 6, Concession 4, 

Township of Ash 

December, 1965 

$15,000 

Size 100 acres 

Value $6,500 

Grade predominantly #3 and #4; 
some swamp 
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Improvements Residual Value= 
$15,000—$6,500 = Sess UU 
RGUN DD: 
House $6,385 
Barn 4,595 
Shed 400 
Total = So aU 
Abnormal 
Depreciation = $11,380—$8,500 =o 2oo8 
Abnormal $ 2.880 
Depreciation’ (70) ==") === 100 2590 
$11,380 


Since, on the basis of these sales, the median allowance for 
abnormal depreciation is 25%, it is assumed that farms in the area 
typically suffer that amount over and above any normal depreciation. 


VALUE OF THE FARM—COMPARATIVE SALES METHOD 
OF VALUATION 


The seven farms used in the analysis of abnormal depreciation 
are sufficiently similar to the subject property that they can be used 
as comparable to estimate its market value. In order to facilitate the 
analysis the farms are compared on a price per acre. 

The per acre price must be adjusted to reflect the differences in 
the grades of farm land and, in the case of Sale No. 12, a difference 
in farm size. 

No adjustments are made for buildings as these are regarded as 
sufficiently alike that adjustments are not required. Furthermore, 
there has not been sufficient change in the level of market activity to 
warrant any adjustments in this regard. 


TABLE 13 


ANALYSIS OF FARM LAND PRICES 


Sale Sale Price Adjustment Adjusted 


Price Per Acre (per acre) Price per Ac. 

8 $19,500 $195 —$20—for better land $175 
9 $20,500 $176 —$15—for better land 

+$ 5—for size $166 

10 $13,500 $133 +$30—for worse land $163 

i $13,500 $135 +$35—for worse land $170 
12 $19,750 $ 99 + $25—for worse land 

+$20—for size $144 

13 $13,000 $141 + $30—for worse land $171 

14 $15,000 $150 -+$25—for worse land $178 
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The median adjusted price per acre is $170 with a range in 
value between $175 per acre and $144 per acre. On the basis of 


this analysis, the estimated market value of the subject property is 
$17,000. 


INCOME CAPITALIZATION METHOD OF VALUATION 


As in any application of the income method of valuation, the 
assessor has two distinct problems to solve before he can estimate 
the market value of a property. He must estimate a net income for 
the property and he must calculate a capitalization rate. 


Net Income: The first step in estimating net income is to analyze 
suificient rentals that a gross income can be established. In most 
instances, improvements are not included in rentals so that gross 
income is generally expressed on a per acre basis. In this discussion, 
it is assumed that the analysis of gross income has been completed. 

Subject to two qualifications, gross income from rural properties 
is reduced to net income in the same fashion as it is for urban proper- 
ties. First, it is seldom necessary to make an allowance for vacancy 
and collection losses. Second, there may be expenses appropriate for 
rural properties that are not applicable to urban properties and vice 
versa. Expenses that are often deducted in the case of rural proper- 
ties are the costs of providing fences and water when these costs are 
paid by the owner. 

The analysis of comparability on the basis of productivity can 
be difficult when there are large variations in soil grades among 
farms. However, if the land grading system explained in Appendix 
A is used, lands of various grades can be compared by converting 
the net income to an income per point (analogous to an income per 
front foot). 

The conversion of net income to an income per point is done in 
the following manner: 


For each unit of land rented— 


(a) calculate the total number of points for each grade of soil in 
the unit; 


(b) calculate the number of points for the entire unit; 


(c) divide the net income by the number of points to arrive at the 
income per point. 
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Example: 
Given: Size—100 acres 
Net Income—$1,000 
Grade—#2, 80 acres at 85 points 
—#3, 20 acres at 70 points 
Procedure: 80 acres @ 85 points = 6,800 
20 acres @ 70 points = 1,400 
8,200 
8,200 points rent for $1,000 
$1,000 
Inco ClO Met e Wee! 
ncome per poi 3.200 ¢ 
Rental No. 1 
Location North part of Lot 13, Concession 1, 
Township of Ash 
Rental Year 1965 
Rental $750 per annum 
Expenses $100 per annum 
Net Income $650 per annum 
Land Size Grade Points 
40 acres 1 SB) 
30 acres D 90 
20 acres 6 35 
10 acres—no value 
90 acres 
i ee NetIncome — $ 650 
Bare eae” SET OeAsPoints 7,200 
Rental No. 2 
Location South part of Lot 8, Concession 3, 
Township of Ash 
Rental Year 1966 
Rental $800 per annum 
Expenses $150 per annum 
Net Income $650 per annum 
Land Size Grade Points 
50 acres 2 80 
50 acres 5 65 
100 acres 
$ 650 


Income per point 
; ee 7,250 
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Rental No. 3 
Location South part of Lot 14, Concession 4, 
Township of Ash 
Rental Year 1966 
Rental $325 per annum 
Expenses $100 per annum 
Net Income $225 per annum 
Land Size Grade Points Total 
40 acres 4 3)5) 2,200 
10 acres 6 6) 350 
SO acres 2,550 
; Re e5) 
Incomiesper pont. = 2,550 =8.8¢ 
Rental No. 4 
Location Southwest part of Lot 4, Concession 4, 
Township of Ash 
Rental Year 1966 
Rental $500 per annum 
Expenses $100 per annum 
Net Income $400 per annum 
Land Size Grade Points Total 
40 acres 1 I 3,800 
10 acres 4 50 500 
50 acres 4,300 
mt = 8400 Lee 
ncome per point 4.300 =7.5¢ 
Rental No. 5 
Location South part of Lot 24, Concession 5, 
Township of Ash 
Rental Year 1966 
Rental $1,000 per annum 
Expenses $ 100 per annum 
Net Income $ 900 per annum 
Land Size Grade Points Total 
100 acres i 95 9,500 
ncome per point 9,500 =7.5¢ 


On the basis of these five rentals, the median income per point 
is 9¢. The net income for the subject property is estimated on the 
basis of this amount. 
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TABLE 14 
FARM=LAND  PRODUGIIVITY 


Size Grade Points Total 


40 acres 24 80 3,200 
25 acres 3 The 15375 
10 acres 4 ae) 550 
10 acres =) 40 400 


85 acres 6,025 


The net income of the cleared land is 6,025 .09—$542.25. 
Fifteen acres of woods provide 50 cords of wood per year 
which, it is estimated, will sell for a net price of 70¢ per cord. 


Net income from wood=50.70=$35.00 
Total net income from the farm=—$542.25--$35.00=$577.25 
This is rounded to $575. 


Capitalization Rate: It is generally impossible to develop an income 
for farm improvements since, for the most part, only land is rented. 
Where entire farms are rented it may be possible to impute a rent 
to the improvements, although the allocation will be highly subjec- 
tive. In view of this exclusion of improvements from farm income, 
the capitalization rate applicable for farm properties does not include 
an amortization allowance reflecting the fact that the entire income is 
assumed to be derived from a non-wasting asset—land.! 

The allowance for property taxes is determined in the same 
manner as it is for urban properties and in this instance is assumed 
to equal 2.5%. 

The yield rate applicable for farm properties is essentially a 
function of government programmes aimed at facilitating the pur- 
chase of farms. The more important of these programmes are the 
loans made under The Veterans Land Act and by the Farm Credit 
Corporation, both of which are administered by the Federal Depart- 
ment of Agriculture. In both programmes, the interest charged on 
the loans is graduated, with the rates rising as the amounts borrowed 
increase. The interest rates are established by the Federal Govern- 
ment and vary periodically. The estimated yield rate must reflect 

‘The value of the improvements is assumed to be equal to their depre- 


ciated cost and is added to the capital value of the land in order to estimate 
the market value of the farm. 
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these statutory interest rates with perhaps some allowance for lack 
of liquidity of the investment and for risk. In this instance, it is 
assumed that the yield rate equals 5.5%. 


The capital value of the land is calculated as follows: 


Capitalization rate=2.5% +5.5% =O 
Net income == le) 
_8575 


Capital value =/,)o/.20 rounded 10 67,200 
The depreciated cost of the improvement is $10,000 
The estimated market value of the farm is $17,200 


Cost METHOD OF VALUATION 

Rather than show the calculations to determine the replacement 
cost less normal depreciation of the residence and the farm build- 
ings, these figures have been worked out on the appraisal cards, 
Figures 8 and 9. They are summarized in Table 15. 


PAB ERO 


REPLACEMENT COST NEW LESS DEPRECIATION 
FARM BUILDINGS 


Improvement R.GEN.D; 
House S 7,915 
Barn 4,955 
Shed 465 
Total 13339 


The allowance for abnormal depreciation is 25%. Thus the 
market value of the farm residence and buildings is $13,335—(25% 
of $13,335)=$10,001 (rounded to $10,000). 

The value of the land is estimated by applying the appropriate 
rates per acre to the various grades of land on the farm. This land 
value estimate actually indicates the typical value of such land in the 
area as determined from the analysis of sales of raw land. 
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TABLE 16 
LAND VALUE 


Grade Size Rate Value 


2 40 acres $95 $3,800 

8) 25 acres $70 1e750 

4 10 acres $60 600 

5 Sraeres $35 925 
Woods 10 acres $451 450 
Total Value | 100 acres STLZS 


The estimated market value of the farm is the sum of the depre- 
ciated cost of the building and the estimated value of the land. 


Market value=B.V.+L.V. 
=$10,000+$7,125 
—$17,125 rounded to $17,100 


SUBSTANTIATION OF THE VALUE ESTIMATE 


The three methods of valuation have led to three estimates of 
market value: 


(a) Comparative Sales — $17,000 
(b) Income Capitalization — $17,200 
(c) Cost — $17,100 


Since the comparative sales method is based on actual trans- 
actions of comparable farms, the most reliance should be placed on 
it. Both the income capitalization and cost estimates are higher, 
which may reflect characteristics of the farm that are superior to the 
comparable farms. However, the different estimates may only reflect 
the impact of the various assumptions used in each of the methods. 
Therefore, the assessor would be justified in estimating the market 
value of the farm as $17,000. 


‘There were no sales of comparable land and the rate was devised on 
the basis of the income to be derived from such land. 


APPENDIX A 


THE CLASSIFICATION OF AGRICULTURAL LAND 


The most critical element to be considered when valuing farm 
properties is the analysis of those factors that influence agricultural 
productivity. Among the various influences on productivity the most 
important is soil condition. A thorough knowledge of soils, including 
climatic conditions, is essential in order to evaluate productivity. 

The classification of soils, while difficult and requiring a sub- 
stantial element of judgment on the part of the assessor, will ease 
the job of productivity analysis considerably. The Federal Depart- 
ments of Agriculture and of Forestry, the Ontario Department of 
Agriculture and Food, and the Ontario Agricultural College at the 
University of Guelph, are excellent sources of information regarding 
soil conditions in Ontario. 

Another very significant influence on agricultural productivity is 
climatic conditions. The range in kinds of crops, the yield per acre 
and the risk involved in production are all affected by climate. The 
province has been divided into seven climatic zones on the basis of 
length of growing season, summer and winter mean temperatures and 
precipitation. Although no one municipality is likely to be located in 
more than one climatic zone, assessors should incorporate climatic 
factors into any classification system they use. This is particularly 
true in the fringe areas of climatic zones as the boundaries of the 
zones are not as rigidly fixed as they appear on a map. In actual 
fact, climatic conditions change gradually and the zones merge into 
one another. 

It is possible for an assessor to establish his own method of soil 
classification; however, several soil classification systems have already 
been prepared. The one described in this appendix is recommended 
by the Department of Municipal Affairs for assessors in Ontario. 

This classification system has two distinct elements that must 
be considered when rating soils—the soil group and the physical 
characteristics. 
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The agricultural lands of Ontario can be divided into three 
groups—the sand and sandy loam soils, the clay and clay loam soils 
and the general purpose group. Both the sand and clay groups are 
generally used for specific crops while the general purpose soils may 
be used for the cultivation of a wide range of crops or for the raising 
of livestock. 


(i) Sand and Sandy Loam. The texture, drainage, fertility, work- 
ability and climatic advantages make this group of soils 
particularly suitable for such “cash” or market garden crops 
as fruit, berries, vegetables, tobacco, etc. 

(ii) Clay and Clay Loam. This group of soils is well suited to the 
production of such crops as tomatoes, sugar beets, soy beans, 
canning vegetables, sweet and grain corn and fruits. Here 
again the advantages of this group include texture, fertility 
and climatic conditions. 

(iii) The third group involves soils that are used mainly for the 
production of grain, grasses (hay, clover, alfalfa), silage, corn, 
etc. These soils can be a combination of group 1 or group 2 
but the possible uses to which they can be put are limited by 
climatic conditions. 


Each of these broad groups is divided into five sub-groups or 
soil types that reflect the texture, i.e. the amount of sand or silt or 
clay in the soil: 

(i) Sand. 


The soil contains a high proportion of sand. It is generally 


porous and open. It has a coarse, gritty feel; 


(ii) Sandy spot phase and sandy phase. 
The soil contains coarse sand or gravelly shallows or knolls; 

(iii) Sandy loam. 
The soil is predominantly sand with some silt and clay. It 
feels gritty but is not as loose as sand; 

(iv) Loam, silt loam. 
The soil contains approximately equal proportions of sand, 
silt and clay. Loams feel somewhat gritty and are slightly 
plastic when wet. Silt loam feels soft and floury when dry, 
and slippery when wet; 

(v) Clay loam. 
The soil contains enough clay to be sticky when wet. It is 
often lumpy when dry; 

(vi) Clay. 
The soil contains a high proportion of small soil particles. 
It has a smooth feel and is sticky when moist. It is hard and 
cloddy when dry. 


PHYSICAL CHARACTERISTICS 
Regardless of the soil texture or climatic conditions, agricul- 
tural productivity is strongly influenced by the physical character- 
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istics of the soil. Adverse factors such as rough topography or 
susceptibility to flooding, may inhibit or preclude the cultivation of 
fertile areas that have favourable climatic conditions. 


Topography. Topography refers to the natural contours of the land; 
it is divided into five parts depending on the steepness of the 
slope. 

(a) Level (0-2% slope). 

The land is flat or very nearly so with a maximum vertical 
slope of two feet per 100 feet of horizontal distance. 

(b) Gently Sioping (3-6% slope). 

Generally there are no abrupt changes in steepness or direc- 
tion of slope. Erosion is a minor hazard. 

(c) Rolling (7-12% slope). 

The land has considerable slope, usually with some irregu- 
larity, although there is no serious handicap to farm ma- 
chinery. There is a moderate erosion hazard. 

(d) Hilly (13-20% slope). 

Machinery can be used on hilly land but only with diffi- 
culty. There is a substantial erosion hazard. 

(e) Steep (over 20% slope). 

The land is not suited for the extensive use of farm machin- 
ery. It is susceptible to severe erosion hazard. 


Erosion. Erosion refers to the actual loss of soil by water and wind. 
There are five degrees of erosion. 
(a) None 
There is no noticeable erosion. 
(b) Slight 
Up to one-half of the topsoil has been removed by erosion. 
(c) Moderate 
Most of the surface soil has been removed by erosion. There 
is some ‘B’ horizon subsurface material in the cultivated 
layer. 
(d) Severe 
All of the surface soil has been removed. The subsoil (‘C 
horizon) predominates in the cultivated layer. 
(e) Very severe 
The land is marked with gullies too deep and too numerous 
to permit regular cultivation of the land. 


Stoniness. Stoniness refers to the density of stones in the surface 

soil; it may be classified in one of five categories. 

(a) Stone free . 

Soil with practically no stones in the surface soil may be 
regarded as stone free. 

(b) Slightly stony 
There is some stone in the surface soil but not in sufficient 
quantities to interfere with cultivation. 

(c) Moderately stony 
There is sufficient stone to interfere with cultivation of some 
crops and the use of certain machinery. However, the land 
can be used for regular rotations. 
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(d) Very stony 
There is too much stone to allow cultivation but the land is 
suitable for pasture. 

(e) Excessively stony 
The land is too stony for use as pasture but is suitable for 
trees. 


Drainage. Drainage refers to the ease with which water and air 
permeate the soil and to the height of the water table; it can be 
analyzed under four headings. 


(a) Good 
The layers within soil are well defined, uniform and bright 
reddish or yellowish-brown. The movement of air and water 
through the soil is not restricted. This is the ideal condition 
for most crops. Soils having the characteristics described for 
fair or poor drainage may be included in this class if they 
have been artificially drained. 

(b) Fair 
The surface soil is darker than in well drained soils. The 
underlying layers are dull yellowish-brown or mottled with 
reddish-brown, and less well drained than those well drained 
soils. There are fairly favourable conditions for air and 
water movement. 


(c) Poor 
The surface soil is very dark and the underlying layers are 
dull grey with reddish-brown blotches. Water and air move- 
ment through the soil is restricted. 


(d) Very Poor 
The surface soil is black, the underlying layer is a uniform 
dull bluish-grey and the soil remains wet for long periods of 
time. These areas are generally swamps or bogs. 


Depth to Bedrock. The depth in this instance refers to the distance 
trom the surface of the soil to the underlying bedrock. Soils where 
this distance is very small (less than one foot) are often suscep- 
tible to erosion and may lack topsoil. 


Susceptibility to Flooding. Flooding may arise from periodic over- 
flows from streams or rivers or from seasonal storms. 


RATING OF SOILS (LAND GRADING SYSTEM ) 


The soil rating chart is a guide to be used when valuing farm 
lands. It incorporates a classification of soil groups according to 
their soil types and their various physical characteristics. The chart 
is based on a point system with so many points awarded to every 
area of each separate soil type on the farm. The ultimate area scores 
100 points, while inferior areas score less. The lower the number of 
points awarded to an area, the more inferior is that area for agri- 
cultural purposes. 
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FIGURE 10 


SOIL RATING CHART 


I. Soil Groups and Soil Types 
SD mo PEGIAI GROPS) a5. Clay GENERAL PURPOSE 


10 Sand or 
Sandy Phase 
5|Sandy Loam 


0}Clay Loam 


) Sand or 
Sandy Phase 


Sand Spot 
Phase 


Fine Sandy 
Loam 


5|Sandy Loam 


)} Loam 
= 
5|Clay Loam 


Sandy Loam 


5 |Sandy Clay 
lh oam 


10 Clay Loam 


Clay 


II. Physical Characteristics 
TOPOGRAPHY EROSION 


Q | None 


5 | slight 
| ; 
10 | Moderate 


Gently Sloping 


Rolling 


STONINESS DRAINAGE 


Severe 


Very Severe 


Good 


Slightly Stony Fair 


Poor 


Mod. Stone 


Very Stony 


Very Poor 


Excessively Stony 


DER the lO BEDROCK FLOODING 


No Flooding 


Mod. Deep — 2’—3’ Occasional Flooding 


Shallow — 1’— Seasonal Flooding 


Oks 
Very Shallow — 1’ ans 


Excessive Flooding 
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The initial step when using the chart is to classify the farm 
according to one of the three soil groups—sand, clay or general 
purpose. 

Within that broad group each area of the various soil types is 
identified, recorded and measured (generally to the nearest five 
acres). In the case of clay, for example, the areas will be classified 
under sand or sandy phase, sandy loam, clay loam, silt loam or clay. 

Each area is then classified according to its physical charac- 
teristics under the six headings—topography, erosion, stoniness, 
drainage, depth to bedrock and flooding. 

The points reflecting the relative merits of the soil types and 
physical characteristics, which are recorded to the left of each 
classification, are added together for each area. 

This sum is deducted from 100, the maximum value an area 
can achieve, to indicate the relative worth of each area for agricul- 
tural purposes, i.e. its soil rating. 

For purposes of comparison, it is possible to grade each area on 
the basis of the agricultural land grading system set out below. If 
the grading system is used, areas of different soil types and/or 
physical characteristics can be compared on the basis of their land 
grades. Without the application of the land grading system, the 
possibilities of comparisons are much more restricted as they would 
have to be based on the actual characteristics of the land. 


Grade I: Land of this class has good drainage, loam texture, 

100-95 and is nearly level. No physical hazards to high level 
production of all farm crops. 

Grade II: This land is subject to moderate limitations in use. 

90-80 Its limitations may be fair drainage, rolling topog- 


raphy, moderate erosion, moderate stoniness, or a 
combination of two or more factors. 


Grade III: Land of this class has the same handicap character- 

75-65 istics as Grade II land, but to a greater extent. Grade 
III land, although suitable for general farm crops, 
requires more adequate protection or treatment than 
either Grade I or Grade II land. 


Grade IV: This class of land is subject to severe limitations for 

60-55 use in crop production. It is too susceptible to ero- 
sion, too stony, or too poorly drained to be cultivated 
frequently. 


Grade V: 
50-40 


Grade VI: 
35-25 


Grade VII: 
20-10 


Grade VIII: 


less than 10 
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Land of this class is generally unsuited to cultivation 
but can be used for grazing, forestry and wildlife. 
It is subject to limitations more severe than those of 
Grade IV. 


This land should be kept in permanent vegetation 
because of steepness of slope, severe erosion, shallow 
soil or other features that make cultivation imprac- 
tical. Suitable for moderate grazing and forestry. 


Land of this grade is subject to severe limitations. 
The use of this land should be restricted to forestry 
or very limited grazing. 


Rock outcrop, quarries, peat bogs and other areas 
not suited to commercial forestry but may be suit- 
able for wildlife, recreation, etc. Land that is evalu- 
ated as Grade VIII is regarded as non-agricultural. 


Once the lands have been rated and graded, they can be valued 
relatively easily on a per acre basis. The rates per acre for each 
grade of land are established on the basis of farm sales or, in the 
case of cash crops, by capitalizing the net income. 


APPENDIX B 


BUILDING CLASSIFICATION FACTORS 
INCORPORATED IN THE HANDBOOK 
OF COST FACTORS 


The classification system in the Handbook of Cost Factors is 
composed of five factors: 

(1) Design; 

(ii) Character of construction; 

(ili) Quality of construction; 

(iv) Shape; 

(v) Size. 


Design. There are five major land uses each of which incorporate 
different features of design. These are: 


(1) Residential; 
(41) Commercial; 
(11) Industrial; 

(iv) Agricultural; 
(v) Institutional. 


Each major design classification can be broken down into a 
number of sub-classifications. For example, residential may be sub- 
classified as follows: 


(1) Single family detached; 

(ii) Semi-detached; 

(ii) row housing; 

(iv) Multi-family (2 or more units per building). 


Character of Construction. The four classifications for character of 
construction are: 


Class “A”: Buildings have fireproofed self-supporting structural 
steel frames with reinforced concrete or masonry floors 
and roofs. 

Class “B”: Buildings have fire-resistive reinforced concrete frames 
and concrete or masonry floors and roofs. 

Class “C”: Buildings have masonry or concrete exterior bearing 
walls and wood or open steel roofs and floors. 

Class “D”: Buildings have combustible wood or open steel frame, 
wall, roof and floor structures. 
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The characteristics that indicate into which classification a build- 


ing should be placed are: 


lass At 


Glass b: 


(lasses Ce: 


Glassa 1): 


Framing: 


Floor: 


Roof: 


Walls: 


Framing: 


Floor: 


Roof: 


Walls: 


Framing: 


Floor: 


Roof: 
Walls: 


Framing: 


Floor: 


Roof: 
Walls: 


Structural steel columns and beams fire- 
proofed with masonry, concrete, plaster or 
other incombustible material. 


Concrete or concrete covered steel deck, 
fireproofed. 

Formed concrete, precast slabs, concrete 
or gypsum on steel deck, fireproofed. 


Non-bearing cavity or curtain walls, ma- 
sonry, concrete, metal panels, stone. 


Reinforced concrete columns and beams. 


Concrete or concrete covered steel deck, 
fireproofed. 


Formed concrete, precast slabs, concrete 
or gypsum on steel deck, fireproofed. 


Non-bearing cavity or curtain walls, ma- 
sonry, concrete, metal panels, stone. 


Masonry or concrete load-bearing walls 
with or without pilasters or non load-bear- 
ing walls with concrete, wood or steel sup- 
porting the load. 


Wood or steel floor joists or slab on 
ground. 


Wood or steel joists, wood or steel deck. 


Brick or concrete block masonry, tilt-up, 
formed concrete. 


Wood or steel studs in bearing wall, wood 
or steel skeleton frame. 


Wood or steel floor joists or slab on 
ground. 

Wood or steel joists, wood or steel deck. 
Almost any material except masonry or 
concrete. May have masonry veneer on 
steel or wood framing. 


Quality of Construction. Once a building has been classified accord- 
ing to character of construction, it is then classified on the basis of 
the quality of materials used and of labour employed in its construc- 
tion. For example, a single family detached Class “D” residential 
structure would fall into one of the following sub-classes: 


SUO-C lass. 1: 
SDE CIASS 2 - 


Single wall inexpensive cabins and cottages. 
The better built single wall cabins and cottages 


having some interior finish and fixtures. 
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Sub-Class 


Sub-Class 


Sub-Class 


Sub-Class 


Sub-Class 


Sub-Class 


Sub-Class 


Sub-Class 1 


=F 


Oi: 


A cheap double wall structure below minimum 
building code requirements, either predating code 
requirements or found in areas where no code 
exists. 

Minimum quality structure permitted under mini- 
mum building code requirements—not permitted 
under The National Building Code. 

Minimum quality structure permitted under The 
National Building Code — usually attractive but 
cheap houses. 

Average good quality construction by a reliable 
contractor. The building complies in all respects 
to The National Building Code. 


Average good quality construction with some spe- 
cial features such as extra panelling and better 
quality fixtures. 

Above average quality construction, usually de- 
signed and supervised by an architect. This build- 
ing is usually custom built and includes superior 
features. 

Superior quality construction and interior finish 
with high quality materials and workmanship, archi- 
tecturally designed and supervised. 

Highest quality materials and workmanship, includ- 
ing a number of special features and refinements, 
architecturally designed and supervised. 


Shape. There are four shape classifications used in the Handbook 
of Cost Factors: 


Shape “A”: 
Shape “B”: 
Shapes Gr. 
Shapes De 


Normally, a rectangular building with single roof 
line. 

Normally, a building with six corners and more than 
one roof line. 

Normally, a building with eight corners and a cut up 
roof. 

All buildings that do not conform to the specifica- 
tions of any of the previous categories. 


Size. Size, in this system, refers to the floor area of the building as 
measured from the outside. 


SUMMARY 


The rates used in this summary are examples and do not neces- 
sarily reflect the rates in the Handbook of Cost Factors. 


Design. Yi the character of construction, quality of construction, 
shape and size are constant, the rates per square foot will vary in 
accordance with the original design of the building. 
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Design Character Quality Shape _ Size Rate 
residential Gc 6 A 2000TSOs Pt aie 9-16 
industrial G 6 A 2000 Sqw Ft, ~ $7.72 
commercial G 6 A 2Z000*Sge Fte= Vh12.61 


Character of Construction. If the design, quality of construction, 
shape and size are constant, a difference in the character of construc- 
tion will lead to a difference in the rate. 


Design Character Quality Shape Size Rate 
residential GC 6 A 2000 Saez Ft. = S96 
residential D 6 A 2000 Sq. Ft. $ 8.39 


Quality of Construction. When ali the other factors are held constant, 
a difference in quality of construction will also lead to a difference 
in rate. 


Design Character Quality Shape ; Size ane Rate 
residential CS 6 i 2000'Sq.Fts ~ =>, 9:16 
residential C 7 A 2000 Sq. Ft. $10.67 


Shape. Again, other factors remaining the same, variations in shape 
lead to rate differentials. 


Design Character Quality Shape Size Rate 
residential G 6 A 2000. Sd. hte. be Je LG 
residential Ec 6 C 2000'Sq: Ft.” 9:53 


Size. Finally, a difference in size only will lead to a rate differential. 


Design Character Quality Shape Size Rate 
residential G 6 A 2000 Sass Be e016 
residential @ 6 A 1500:Sq;. Ft. .13 9:81 


Although the rates in the Handbook were designed to take 
account of as many variables as possible, it was not practicable to 
accommodate all possible variations. Undoubtedly assessors will want 
to estimate the replacement cost new of buildings that deviate from the 
specifications established for the classifications in which they normally 
fall. This problem of unusual features can be largely overcome by 
utilizing the various supplemental cost schedules included in the 
Handbook. 


APPENDIX C 


ADJUSTING COST FACTORS BY MEANS 
OF LOCAL MODIFIERS 


It is impossible to prepare a manual of construction costs that 
can be applied across a province as large as Ontario without making 
adjustments for areal cost differentials. Furthermore, costs of con- 
struction vary over time as well as from one area to another. These 
variations in cost are largely the result of differences in: 


(1) Costs of materials; 
(11) Wage rates in the construction industry; 


(iil) The efficiency of labour and the degree to which technological 
advances are incorporated into construction methods. 


The costs of construction in any municipality at a particular 
time are determined by these factors. The rates in the Handbook 
of Cost Factors are predicated on costs in the Metropolitan Toronto 
area as of the summer of 1966.1 Therefore, in order to reflect 
current conditions in his municipality it is necessary for the assessor 
to adjust the rates in the Handbook. 

There are several methods of adjusting cost factors available 
for assessors, the best known perhaps being indices of materials and 
labour costs. These methods were rejected for several reasons: 


(i) They are time-consuming to prepare; 
(ii) They are cumbersome and difficult to apply; 


(iii) They provide only an estimate of the replacement cost new or 
the reproduction cost new of a building rather than an estimate 
of its market value new. 


The method of adjustment recommended by the Department of 
Municipal Affairs and used in this manual is based on an analysis of 


*The Handbook rates will always be based on Metropolitan Toronto 
costs although the base period will be revised upward periodically to remain 
more in accord with current conditions. The rates themselves are based on 
information obtained through interviews with contractors and suppliers and 
verified by sales of new buildings. 
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local sales. The advantages of using a local modifier based on sales 
to adjust costs are: 


(i) It is relatively easy to prepare; 


(ii) It is easy to apply, provided the Handbook of Cost Factors is 
used; 


(i) It reflects current conditions in the local real estate market 
rather than in the local construction industry; 


(iv) It provides an estimate of the market value of a particular 
class of building. 


The last point bears expansion. The local modifier shows the 
relationship between the cost of constructing a particular class of 
building in Metropolitan Toronto at a given period of time, and the 
probable sale price of a new building of that class in another area 
at another time. Therefore, the local modifier provides an estimate 
of market value new; it does not provide an estimate of replacement 
cost new or reproduction cost new or any other cost. 

Whenever the assessor is valuing a building that has suffered 
from depreciation, he must deduct an allowance for any loss of value 
from the estimated market value new. The net figure, after an 
allowance for depreciation has been deducted, is an estimate of the 
market value of the building in its current condition. 


CALCULATION OF A LOCAL MODIFIER 


(1) Record all property sales that include recently-constructed 
buildings. Sales of buildings that were constructed more than 
two years before the modifier is calculated should not be in- 
cluded in the analysis. 

(ii) Reject those sales not typical of current market transactions. 
Alternatively, depending on the size of the sample, adjust 
the unusual sales to reflect normal transactions. 

(iii) Estimate the sale value of each building by deducting the 
acquisition cost of the land from the sale price of the property. 

(iv) Inspect and classify each building according to the criteria set 
out in the Handbook of Cost Factors. 

(v) Apply the appropriate rates to each building to obtain esti- 
mates of their construction costs if they had been built in 
Metropolitan Toronto in the base period. 

(vi) Calculate the ratio of the estimated sale value of the esti- 
mated cost of construction for each building. 

(vii) Select the median ratio. 

(viii) The median ratio is the local modifier for the municipality for 
that year or until market conditions change sufficiently that a 
new modifier is required. 
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Example 1 
Age of building — 6 months 


Sale price and estimated market value of the property $20,000 

Acquisition cost of the land 6,300 

Estimated sale value of the building $13,700 

Class of building — C-6-A 

Estimated construction cost $13,000 

Ratio Lae 105.4 
13,000 


Repeat this procedure for each building included in the sample. 


Assume there are six other buildings and their ratios are: 
O09 3 03:499107;381 0065-107 sand e032. 

The median ratio is 103.2. 

The local modifier is 103. 


Example 2 


Age of building—4 months 
Sale price and estimated market value of the property $14,500 


Acquisition cost of the land 3,000 

Estimated sale value of the building $11,500 

Class of building—D-6-A 

Estimated construction cost $10,600 

Ratio ee 108.5 
10,600 


Assume there are eight other buildings and their ratios 
Ale; O24 al LO. tL OS ss 66 LOV-O,0 Li) LOG A eLO2. Geinic 
108.4. 

The median ratio is 107.6 

The local modifier is 108 


The local modifier is probably the most critical aspect of the 
classification system; it must be prepared carefully and checked 
continually. All sales included in the analysis should be typical 
market transactions or adjusted to reflect normal transactions. All 
buildings must be classified accurately. Any errors in the analysis 
of sales or in the classification of buildings will produce invalid 
modifiers. 

The validity of the local modifier also depends on the number 
of sales that are analyzed when it is constructed. The more sales 
that are examined, the greater is the validity of the modifier. An 
assessor should not hesitate to supplement his sales data in adjacent 
municipalities, provided that market conditions there are similar to 
those in his own municipality. 
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CAPITALIZATION 


In a general sense capitalization is a mathematical technique by 
which a future money payment, or series of future payments, is 
converted into a measure of present value. The present value of the 
future payment or payments is often referred to as the capital value 
of the payment(s). For purposes of property valuation the future 
money payments are the anticipated net incomes earned by the 
property, and their present value is the capitalized earning ability, or 
estimated market value, of the property. The capitalization process 
can be expressed by the formula: 


I 
Vi) where V —_ present value (estimated market value) 
R I — future payments (estimated net income) 
R = capitalization rate. 


This basic formula may take several forms: 


if, (a) income divided by the capitalization rate equals present 
value; 

then, (b) present value multiplied by the capitalization rate equals 
income; 

and, (c) income divided by the present value equals the capitaliza- 
tion rate. 

Symbolically: 


I 
(aye becomes: V === 
(OyMDCCOMEeSEV = <elk,——t 1 


I 
(C}MDECOMESs = ke 
V 


The rationale for capitalization of future money payments is 
that payments to be received in the future are less valuable than 
current payments and that the value of future payments decreases 
as the interval between the present and the time of payment increases. 
Consequently, the future payments are discounted to indicate how 
much the right to receive the future payments is worth today. The 
present worth of a future payment, or series of future payments, 
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depends on the rate of interest at which the payments are discounted 
and on the periods of time that elapse before they are received. 
Since it is necessary to give up current purchasing power, i.e. money 
income, to receive income in the future, the rate of interest at which 
these future payments are discounted depends on the value one places 
upon current, as opposed to future, income. 

Tables have been prepared to reflect both the rate of interest at 
which future payments are discounted and the interval of time before 
they are received. The present worth tables included in this appendix 
indicate the present worth of a single payment to be received ‘t’ years 
in the future and discounted at ‘r’ rate of interest, and the present 
worth of a series of ‘n’ payments to be received at equal intervals 
up to ‘t’ years in the future and discounted at ‘r’ rate of interest. 

Some capitalization formulae used in valuation work apply the 


a ed ad I ; 
basic capitalization equation, V = me while others are based on 


the concept of present worth. Present worth is used synonymously 
with market value and a present worth factor, for either a single 
future payment or a series of future payments, is simply the reciprocal 
of the capitalization rate. Whereas the capitalization formula is 


Ve = the present worth formula is P:W. (tev) = [baa 


P We 
formula may also be converted to other forms, i.e.: F = uN or 
P.W. 
Se 
F 
Calculation of Present Worth of $1.00 
Given: (i) Payment cee bem) $0) 
(ii) po besreceiryvedain 25 years 
(111) Discounted at the rate of 7.5% 
Procedure: (1) Record the present worth factor for a single 


payment discounted at the rate of 7.5% 
which will be received in 25 years. 
Factor=.1640 


Gi) P.W.=IXF where: P.W. =Present Worth 
—$1,500x.1640 I=Payment 
== $246 F=Present Worth Factor 


The present worth of $1,500, to be received in 25 years and 
discounted at the rate of 7.5%, is $246. That is, an individual 
would pay no more than $246 today for the right to receive a pay- 
ment of $1,500 in 25 years when the rate of discount is 7.5%. If 
the discount rate were greater than 7.5% an individual would pay 


APPENDIX D/149 


something less than $246. If the rate were less than 7.5%, he would 
be willing to pay more. Similarly, if the rate remained constant at 
7.5%, an individual would be willing to pay more than $246 if he 
could receive $1,500 in less than 25 years; but would not be willing 
to pay as much as $246 if he had to wait more than 25 years. 


Calculation of Present Worth of $1.00 per Annum 


I. Given: 


Procedure: 


(1) 
(ii) 


(iii) 


(iv) 
(i) 


(il) 


Annual payment = 91,000 

Number of payments iS) 

lst payment to be received at the end 

of Ist year 

Discounted at the rate of 8% 

Record the present worth factor for a 

series of payments, discounted at the 

rate of 8%, which will be received for 

[SF years: 

Factor=8.56 

Pew bk where: I=$1,000 
=$1,000<8.56 b=s6 
=$8,560 


The present worth of a series of 15 annual payments of $1,000, 
the first payment to be received at the end of the first year, and 
discounted at the rate of 8%, is $8,560. 


Il. Given: 


Procedure: 


(1) 
(ii) 
(iil) 


(iv) 
(1) 


(il) 


(iii) 


(iv) 


Annual payment =$1,000 
Number of payments li) 
lst payment to be received at the end 

of the 5th year 

Discounted at the rate of 8% 


Record the present worth factor for a 
series of payments, discounted at the 
rate of 8%, which will be received 
Tote lio, years, 
Factor=8.56 


Record the present worth factor for a 
single payment, discounted at the rate 
of 8%, which will be received in 4 
years. 

Factor—6.7350 

Present worth of the series of pay- 
ments one year before the first pay- 
ment is to be received is: 


Pew. = 1x5 where I=$1,000 
=$1,000x $8.56 P=8,56 
== 5.00 

Present worth of $8,560 to be re- 

ceived in 4 years is: 

PW LE where I=$8,560 
== SoDOU OU PF /350 


= )0,29 1.60 
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In the first example, the first payment is received at the end 
of the first year; in the second example, at the end of the fifth year. 
The sum of $8,560 is the amount an individual is willing to pay for 
the right to receive an income of $1,000 for 15 years when the 
interest rate is 8% (i.e. the income is discounted at the rate of 8% ). 
That is, he is indifferent to whether he receives $8,560 now or an 
annuity of $1,000 with the first payment to be received at the end 
of one year. 

However, if the first payment will not be made for five years, 
as in Example II, an investor is not willing to pay $8,560 for the 
annuity. The amount he is willing to pay depends on the present 
worth of $8,560 to be received four years from now, i.e. one year 
before the first payment of the annuity.! 


Diagrammatically: 
INOS Ley Suet ie 5 


$8,560. = 15 payments of $1,000. @ 8% 


v 
$6,291.60 = $8,560. received four years from now @ 8% 


Income Premises 


The assessor must make certain assumptions about the shape 
and the duration of the anticipated future income stream before he 
can select a capitalization formula. Appraisal literature is replete 
with discussions of various income premises, and their corresponding 
capitalization formulae, that may be applied by the appraiser. Many 
of these are more sophisticated than the assessor requires or incor- 
porate variables, such as anticipated capital gains, he must disregard 
in his work. There are four income premises that will serve the 
assessor’s needs. 

(i) A single payment; 

(ii) A level perpetual series of payments; 


(iii) A level terminal series of payments; 
(iv) A straight-line declining terminal series of payments. 


‘Since the percent worth of the annuity is calculated as of one year 
before the first payment, the investor calculates the current present worth of 
the annuity on the same basis. 
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A SINGLE PAYMENT 


The property reversion technique of capitalization requires that 
the assessor determine the reversionary value of the property at the 
end of its useful life. This is the sole occasion when he may be 
obliged to capitalize a single income payment—in this case the 
reversionary value of the property. To capitalize a single future pay- 
ment, the assessor applies a present worth of one factor. 


For example: 


Given: (1) Remaining useful life of the property =SOyears 
(ii) Reversionary property value =$15,000 
(iii) Capitalization rate =9% 


Procedure: (i) Record the present worth factor for a 
single payment to be received 50 years 
from now at a discount rate of 9% 
Hactora=.0 135 


(ii) P.W. of reversionary land value is: 
Pewee where I=$15,000 
—$15,000x.0135 P0135 
=—$202.50 rounded to $200 


The estimated current value of the reversion is $200. 


A LEVEL PERPETUAL SERIES OF PAYMENTS 


Land is regarded as a non-wasting asset, that is, it is assumed 
to have an infinite useful life. If the land produces an income, its 


value can be estimated by the formula V = 7 The capitalization 


rate includes an allowance for the estimated yield rate and for the 
property tax; it does not include an allowance for amortization as 
there is no need to provide for the recovery of the investment in a 
non-wasting asset such as land. An assessor valuing unimproved 
land, or using the land residual technique to value developed land, 
would apply the formula for capitalizing a level perpetual series of 
income payments. 


For example: 


Given: (i) Net income from a unit of unim- 
proved land = $3,000 
(ii) Allowance for property tax =e 


Cia ieldarate =4% 
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Procedure: (i) Calculate the estimated market 
value using the formula: 


il where I=$3,000 
voR R=2% +4% =6% 
$3,000 
0G 
=$50,000 
The estimated market value of the unit of unimproved land is 


$50,000. 


A LEVEL TERMINAL SERIES OF PAYMENTS 

In some instances, particularly when the estimated useful life 
of a property is short, an assessor feels that the income produced 
by the property will remain at a constant level during the remainder 
of its useful life. If this is the case, he estimates the market value 
of the buildings by using the present worth formula P.W. =I x F. 
The present worth factor is selected from the present worth of $1.00 
per annum table on the basis of the estimated number of future pay- 
ments and the discount rate. 

The discount rate includes an allowance for the yield rate and 
for the property tax rate but not for amortization of the investment. 
Amortization is provided for when the number of future income 
payments is estimated. That is, the choice of a particular remaining 
useful life assumes implicitly a certain rate of amortization. An 
increase in the estimate of remaining useful life lowers this implicit 
rate of amortization and thus increases the estimated value; con- 
versely, a decrease in the estimated useful life increases this rate of 
amortization and lowers the value estimate. 


For example: 


Given: (1) Net income produced by the property =$3,000 
(ii) Yield rate ==45 7 
(iil) Property tax allowance =29 
(iv) Remaining useful life =10 years 


Procedure: (1) Record the present worth factor for a 
series of 10 payments at a discount rate 
of 6.5% (4.5% 42% ) 
Pactor=—/.19 
(ii) Calculate the present worth of net in- 
come using the formula: 
PAIS where I=$3,000 
=a, 000 >a le b=719 
=$21,570 rounded to $21,600 
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The estimated current market value of the property is $21,600. 
This value will decrease each year as the investment in the property 
is recovered, until at the end of its estimated useful life its value is 
nil. The amounts that are allocated for amortization of the invest- 
ment in the property increase throughout the asset’s useful life. Since 
the income is estimated to be constant throughout the useful life of 
the property, the amounts allocated to the yield rate and the property 
taxes decrease each year to compensate for the increase in the 
amounts allocated to amortization. The decline in amounts allocated 
to the yield rate and the property tax allowance is only to be expected 
as they are based on a constant percentage of the property’s estimated 
value which is itself declining. 


A STRAIGHT-LINE DECLINING TERMINAL SERIES OF PAYMENT 


Undoubtedly the premise of a straight-line declining terminal 
income is the most appropriate for the majority of assessment valua- 
tions. Even when it is assumed that the total revenue produced by 
a property is constant, it is clear that as a property ages and ihe 
expenses of maintaining the property increase, the net income 
decreases. It may well be difficult to accept these assumptions as 
well as the assumption that income declines by a constant amount. 
However, they appear to be as realistic as any other set of assump- 
tions. Furthermore, the relatively simple calculations associated with 
the straight-line declining income premise has made it widely accepted 
by investors. Consequently, the assessor is justified in applying the 
premise in most instances. 

The declining income premise uses the basic capitalization 


formula V = . When the formula is applied to land only, the 


capitalization rate includes an allowance for the yield rate and the 
property tax rate; when it is applied to buildings or to the entire 
property, as in the property reversion technique, the capitalization 
rate includes an allowance for amortization of the investment as well 
as for the yield rate and the property tax. 

The declining terminal income premise differs from the level 
terminal premise in that it assumes the amount allocated to amortiza- 
tion each year is constant and equals the estimated current value of 
the investment multiplied by the reciprocal of the remaining useful 
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life. The annual decline in income is also constant and equals the 
annual amortization payment multiplied by the capitalization rate 
exclusive of the amortization allowance. 


For example: 


Given: (1) Net income produced by 
property == 3,000 
(ii) Yield rate =4.970 
(iii) Property tax allowance =2% 
(iv) Remaining useful life =10 years 
Procedure: (i) Calculate the amortization 
allowance = O=aL oe 
(i1) Calculate the capitalization 
rate =10% +4.5% +2% 
=1OlO0G 
(iii) Calculate the estimated market 
value using the formula: 
v= I where I=$3,000 
oR Res65%6 
2 53,000 
eS 


=$18,182 rounded to $18,200. 


The estimated market value of the property is $18,200. As was 
noted earlier, the amount allocated for amortization remains con- 
stant; in this case “equal to $18,200 « -10='51°820)— Therannual 
decline in income is solely the result of the decline in the amounts 
allowed for the payment of the property tax and for interest on the 
unrecovered capital. The amount allocated to the payment for the 
yield rate and for the property tax diminishes each year in line with 
the decline in the uncovered capital investment. In the example the 
annuals declinesiSwequale tO1p1520) <a 065i no ley 
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TABLE 17—Continued 


THE PRESENT VALUE OF $1. 


YEARS 15% 20e. 2A 
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PRESENT VALUE OF $1. PER ANNUM 


TABLE 18 


CONSTANT INCOME PREMISE—DISCOUNTED AT INDICATED PER CENT 


EAS 
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4.21 
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TABLE 18—Continued 


PRESENT VALUE OF $1. PER ANNUM 


CONSTANT INCOME PREMISE—DISCOUNTED AT INDICATED PER CENT 


YEARS 7% TY, / YEARS 7% TY, % 
| 93 93 31 12.53 11.92 
2 1.81 1.80 32 12.65 12.02 
3 2.62 2.60 33 1275 at 
4 3.39 3.35 34 12.85 12.19 
5 4.10 4.05 35 12.95 127 
6 4.77 4.69 36 13.03 12.35 
7 5.39 5.30 37 re 12.42 
8 5.97 5.86 38 13.19 12.48 
9 6.51 6.38 39 13.26 12.54 

10 7.02 6.86 40 13.33 12.59 
11 7.50 732 41 13.39 12.65 
12 7.94 7.74 42 13.45 12.69 
13 8.36 8.13 43 13.51 12.74 
14 8.75 8.49 44 13.56 12.78 
15 9.11 8.83 45 13.61 12.82 
16 9.45 9.14 46 13.65 12.85 
17 9.76 9.43 47 13.69 12.89 
18 10.06 9.71 48 fea 12.92 
19 10.34 9.96 49 13.77 12.95 
20 10.59 10.19 50 13.80 12.97 
21 10.84 10.41 5] 13.83 13.00 
22 11.06 10.62 52 13.86 13.02 
23 ied 10.81 53 13.89 13.04 
24 11.47 10.98 54 13.92 13.06 
25 11.65 11.15 55 13.94 13.08 
26 11.83 11.30 56 13.96 13.10 
27 11.99 11.44 57 13.98 3:2 
28 12.14 11.57 58 14.00 13.13 
29 8 11.70 59 14.02 13.15 


30 12.41 11.81 60 14.04 [3G 
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TABLE 18—-Continued 


PRESENT VALUE OF $1. PER ANNUM 


CONSTANT INCOME PREMISE—DISCOUNTED AT INDICATED PER CENT 


YEARS 8% 81, Y YEARS 8 / gi, 
| 93 92 31 11.35 10.83 
2 1.78 1.77 32 11.44 10.90 
3 2.58 2.55 33 11:51 10.97 
4 ai 3.28 34 11.59 11.03 
5 3.99 3.94 35 11.65 11.09 
6 4.62 4.55 36 11.72 11.14 
4 5.21 Sale 37 11.78 11.19 
8 5.75 5.64 38 11.83 11.23 
9 6.25 6.12 39 11.88 11.27 

10 6.71 6.56 40 11.92 11.31 
1 7.14 6.97 4l 11.97 11.35 
12 7.54 7.34 42 12.01 11.38 
13 7.90 7.69 43 12.04 11.41 
14 8.24 8.01 44 12.08 11.44 
15 8.56 8.30 45 2h 11.47 
16 8.85 8.58 46 12.14 11.49 
17 9.12 8.83 47 12.16 11.51 
18 9.37 9.06 48 12.19 11.53 
19 9.60 9.27 49 (Oot 11.55 
20 9.82 9.46 50 12:23 11.57 
21 10.02 9.64 51 1295 11.58 
) 10.20 9.81 52 1297 11.60 
23 10.37 9.96 53 12.29 11.61 
24 10.53 10.10 54 12.30 11.62 
25 10.67 10.23 55 12.32 11.63 
26 10.81 10.35 56 12.33 11.64 
a 10.93 10.46 57 12.34 11.65 
28 11.05 10.57 58 12.36 11.66 
29 11.16 10.66 59 12.37 11.67 


30 11:26 IMO) FES 60 12.38 11.68 
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TABLE 18—Continued 


PRESENT VALUE OF $1. PER ANNUM 


CONSTANT INCOME PREMISE—DISCOUNTED AT INDICATED PER CENT 


YEARS 9% 9y, % YEARS 9% 9Y, % 
1 92 91 31 10.34 9.89 
2 1.76 1.75 32 10.41 9.95 
3 2.53 2.51 33 10.46 10.00 
4 3.24 3.20 34 10.52 10.05 
5 3.89 3.84 35 10.57 10.09 
6 4.49 4.42 36 10.61 10.13 
7 5.03 4.95 a 10.65 10.16 
g 5.53 5.43 38 10.69 10.19 
9 6.00 5.88 39 10.73 10.22 

10 6.42 6.28 40 10.76 10.25 
11 6.81 6.65 4 10.79 10.27 
12 7.16 6.98 42 10.81 10.29 
13 7.49 7.29 43 10.84 10.31 
14 7.79 Ghee 44 10.86 10.33 
15 8.06 7.83 45 10.88 10.35 
16 8.31 8.06 46 10.90 10.36 
17 8.54 8.28 47 10.92 10.38 
18 8.76 8.47 48 10.93 10.39 
19 8.95 8.65 49 10.95 10.40 
20 9.13 8.81 50 10.96 10.41 
21 9.29 8.96 51 10.97 10.42 
22 9.44 9.10 52 10.99 10.43 
23 9.58 9.22 53 11.00 10.44 
24 9.71 9.33 54 11.01 10.45 
25 9.82 9.44 55 11.01 10.45 
26 9.93 9.53 56 11.02 10.46 
i 10.03 9.62 57 11.03 10.47 
28 10.12 9.70 58 11.04 10.47 
29 10.20 9.77 59 11.04 10.48 


30 LOT ego 60 Mins: 10.48 
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TABLE 18—Continued 


PRESENT VALUE OF $1. PER ANNUM 


CONSTANT INCOME PREMISE—DISCOUNTED AT INDICATED PER CENT 


YEARS 10% 10), ety AR Some 1014 
I 91 OI 31 9.48 9.09 
2 1.74 i 32 9.53 9.13 
3 2.49 2.47 33 9.57 9.17 
4 Bale 3.14 34 9.61 9.20 
5 3.79 3.74 35 9.64 9.23 
6 4.36 4.29 36 9.68 9.26 
7 4.87 4.79 a 9.71 9.29 
8 5.33 5.24 38 9.73 9.31 
9 5.76 5.65 39 9.76 9.33 

10 6.14 6.01 40 9.78 9.35 
11 6.50 6.35 41 9.80 9.37 
12 6.81 6.65 42 9.82 9.38 
13 7.10 6.92 43 9.83 9.39 
14 7.37 fae 44 9.85 9.41 
15 7.61 7.39 45 9.86 9.42 
16 1D 7.60 46 9.88 9.43 
17 8.02 7.78 47 9.89 9.44 
18 8.20 7.95 48 9.90 9.44 
19 8.36 8.10 49 9.91 9.45 
20 8.51 8.23 50 9.91 9.46 
21 8.65 8.35 51 9.92 9.47 
22 8.77 8.46 52 9.93 9.47 
23 8.88 8.58 53 9.94 9.48 
24 8.98 8.66 54 9.94 9.48 
25 9.08 8.74 55 9.95 9.48 
26 9.16 8.81 56 9.95 9.49 
27 9.24 8.88 57 9.96 9.49 
28 9.31 8.94 58 9.96 9.49 
29 9.37 9.00 59 9.96 9.50 


30 9.43 9.05 60 SoH) 9.50 
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PRESENT VALUE OF $1. PER ANNUM 


CONSTANT INCOME PREMISE—DISCOUNTED AT INDICATED PER CENT 


YEARS 11% 
90 
2 1.7] 
3 2.44 
4 3.10 
5 3.70 
6 4.23 
7 4.71 
g 5.15 
9 5.54 
10 5.89 
1 6.21 
12 6.49 
13 6.75 
14 6.98 
15 7.19 
16 7.38 
17 7.55 
18 7.70 
19 7.84 
20 7.96 
21 8.08 
22 8.18 
23 8.27 
24 8.35 
25 8.42 
26 8.49 
27 8.55 
28 8.60 
29 8.65 
30 8.69 


I 


.89 
62 
2.40 
3.04 
3.60 


4.11 
4.56 
4.97 
5.53 
5.65 


5.94 
6.19 
6.42 
6.63 
6.81 


D397 
es 
Tee 
Tie 
7.47 


G50 
7.64 
q1e2 
Tal8 
7.84 


290 
7.94 
7.98 
8.02 
8.06 


lo 


YEARS 11% 


Teil] 
NAGE 
DSRS 
2.86 
2D 


3h 
4.16 
4.49 
4.77 
5.02 


2/48) 
5.42 
558 
Sh 
Dye 


6.95 
6.05 
Gals 
6.20 
6.26 


6.31 
6.36 
6.40 
6.43 
6.46 


6.49 
6.51 
6:93 
625 
6.57 


3a 
52 
3p) 
34 
3) 


36 
3H 
38 
39 
40) 


4I 
4? 
43 
44 
45 


46 
47 
48 
49 
50 


S| 
Sy 
53 
54 
2) 


56 
i 
58 
oy) 
60 


S273 
Bl Ty! 
8.80 
8.83 
8.86 


8.88 
8.90 
8:92 
8.94 
Sa) 


8.96 
8.98 
S709 
9.00 
9.01 


9:02 
9.02 
2.05 
9.04 
9.04 


9.05 
208 
2.05 
9.06 
9.06 


9.06 
O07 
9.07 
OY 
SHH 


Ly): 


or 


8.09 
Sell 
8.14 
8.16 
8.18 


Bald 
S21 
yy 
8.23 
8.24 


Si25 
8.26 
oe27) 
8.28 
8.28 


8.29 
8.29 
8.30 
8.30 
8.30 


Binal 
8.31 
8.31 
Graz 
8.32 


8.32 
Shay! 
eae 
8.32 
8,32 


15% 
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AN EQUITY RATE SUITABLE FOR 
ASSESSMENT VALUATIONS 


An equity rate is the rate of return an investor earns by the 
investment of his own funds in a project partially financed by a 
mortgage or some other type of debt financing. The equity rate is of 
interest to those assessors who, because of insufficient sales, wish to 
determine a yield rate by means of the band of investment technique. 

On the surface this technique appears straightforward so long 
as the real estate market is sufficiently active to provide adequate 
data. There should not be much difficulty in ascertaining the typical 
purchase agreement, nor should the discovery of the rates of return 
applicable to mortgages be any problem. However, when the assessor 
attempts to determine the rate of return that should be applied to the 
down payment, i.e. the equity rate, his procedure is not so apparent. 

The procedures for developing an equity rate outlined by 
appraisal text books are not appropriate for assessors. As the term 
is used by an appraiser, the equity rate is synonymous with an 
effective rate of return. The effective rate of return is the net income 
received by an investor after he has serviced the debt from the total 
income, expressed as a percentage of his personal investment. This 
concept of the equity rate is quite reasonable and is widely accepted 
in all fields of investment. 


The Unsuitability of the Equity Rate Developed by Appraisers 
The equity rate developed by appraisers relates to particular 
properties. It indicates to the investor what income he will receive 
provided certain assumptions are made. Among the more common 
of these assumptions are: the price paid for the property; the annual 
income derived from the property; the period of time he will retain 
ownership; the mortgage financing he can obtain and, less frequently, 
the amount of capital gain he can expect to make when he sells the 


property. 
166 


APPENDIX E/167 


Thus, the effective rate of return, unlike the mortgage interest 
rate, is more a function of particular circumstances surrounding an 
individual property and/or investor, than it is the result of general 
market conditions. Moreover, it is unstable. Any change in the 
annual income will, in most instances, have a significant effect on 
the residual income and thus on the equity rate. Even without 
changes in annual income, the equity rate will decline annually in 
line with increase in equity that results from repayments of principal 
included in the debt charges. 

It should be clear that simply because the effective rate of return 
on property A was 8% (or 15% or 30%), there are no a priori 
grounds for anticipating an effective rate of return of 8% (or 15% 
or 30% ) on any other property. 

Since an equity rate developed in the manner suggested by 
appraisers is not subject to generalization, it precludes the use of 
yield rates based on the band of investment technique for assess- 
ment valuation. The rationale of this technique for assessment 
purposes is that the yield rate calculated from a few sample trans- 
actions can be applied generally. While this holds true for mortgages, 
where it can be assumed that the mortgage terms obtained from a 
sample of investors are indicative of the terms received by all investors 
in comparable properties, an equity rate, when considered as an 
effective rate of return, does not have sufficient stability to warrant 
general application. 


An Equity Rate for Assessors 


The assessor requires an equity rate that can be incorporated 
into a yield rate applicable to all properties of a particular classifica- 
tion. Such a yield rate must be independent of the market value, the 
annual income, the ownership and the mortgage liability of any 
particular property within that classification. An equity rate developed 
by the procedures suggested by appraisal theorists has none of these 
characteristics. 

Since the equity rate used by appraisers is inappropriate for 
assessment valuations, some other procedure must be used or the 
band of investment technique for developing a yield rate must be 
discarded. If the real estate market does not provide sufficient 
information for developing an equity rate, it must be developed from 
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some other field of investment. The summation technique for 
determining a yield rate provides a precedent for such a procedure. 

The most reasonable source of data appears to be the market 
for corporate securities. The rate of return on those securities that 
are purchased in order to obtain a steady income rather than a 
capital gain provides an estimate of at least the minimum equity rate 
for real property investment. 

The rate of return on such securities constitutes a minimum rate 
of return because it does not take into account the additional risk 
and lack of liquidity associated with investments in real estate. These 
factors, however, may be reflected to some extent by the differential 
between mortgage interest rates and the return on other types of debt 
financing such as corporate bonds, government bonds or municipal 
debentures. The ratio of equity to debt financing in real estate will 
presumably also be influenced by considerations of risk, illiquidity 
and so on. 


Actual value, judicial definition of, 
ik, a 


Agricultural Land, classification of, 
133-9 
depth to bedrock, 136 
drainage, 136 
importance of, 133 
physical characteristics, 134-6 
rating of soils (land grading 
system), 136-9 

soil groups, 134 
soils, importance of, 133 
stoniness, 135-6 
susceptibility to flooding, 136 
topography, 135 


Agricultural productivity, and 
climatic conditions, 133 


Agriculture, Department of (federal), 
information on soil conditions, 133 


Agriculture and Food, Department of 
(Ontario), information on soil con- 
ditions, 133 


Amortization allowance, in capitaliza- 
tion rate, 56 


Appraisal process: see Valuation 
programme 


Appreciation, 89-90 
influences, 90 


Assessment Act (Ontario) 


no definition of actual value, | 
separation of land value and 
building value, 57, 64 


Assessment valuation: see Valuation 


Assessors, warnings to: 


cost method of valuation, weak- 
nesses of, 69-70 

depreciation, advantages of cost 
allocation tables in measuring, 
88 

importance of sale price in ana- 
lyzing market conditions, 40 

need for accuracy in deriving 
capitalization rate, 53 


need for accuracy in local sales 
modifier, 146 

need for discrimination in use of 
corner influence tables, 29 

need for understanding of 
Inarket, 11 

need to examine entire real estate 
market in area, 27 

problem of income due to 
management, 44-5 

rules of thumb for land residual 
technique of capitalization, 
63-4 

yield rates, need for annual re- 

examination, 66 


B 


Bishop of Victoria v City of Victoria, 
18 


Building classification system (D.M.A. 
Handbook), 25-7, 72-5, 140-3 

‘additives’, 74 

application, 74-5 

basic features, 73-4, 140-3 

basic rate, selection of, 74 

character of construction, 25, 73, 
140-1, 143 

description, 72-4 

design type, 25, 73, 140, 142-3 

local sales modifier, 26-7, 72, 75 

quality of construction, 26, 73, 
141-2, 143 

shape, 26, 73-4, 142, 143 

size, 26, 74, 142, 143 

summary, 142-3 


Building residual technique of capital- 
ization, 64-5 


C 
Capital, as factor of production, 8-9 


Capitalization, 147-66 
formula, 147-8 
income premises, 150-4 
level perpetual series of 
payments, 151-2 
level terminal series of payments, 
152-3 
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single payment, 151 

straight-line declining ter- 
minal series of payments, 
153-4 

present worth of $1, 148-9, 
Ta biomud 

present worth of $1 per 
annum, 149-50, Table 18 


Capitalization rate, 42, 53-7 
components of, 54-7 
amortization allowance, esti- 
mation of, 56 
property tax allowance, esti- 
mation of, 57 
yield rates, estimation of, 
54-6 
factors, 53 
necessity of analyzing correctly, 
a3 


Capitalization techniques: 
building residual, 64-5 
application of, 64 
example, 64-5 
factors determining choice, 57 
formula, 57 
land residual, 62-4 
application, 62 
basis of, 62 
example, 62-3 
when not to use, 63-4 
property reversion, 57-61 
estimating reversionary 
value, 58 
example, 59-61 
property tax allowance, 59 
weakness, 61 


Case, F.-E. see Kahn, S. A. 
Cash equivalent, calculation of, 34 


Central Mortgage and Housing 
Corporation, 34 


City of Owen Sound and Lorne J. 
Boyle: on estimating value, 16 


Commercial property: 


demonstration appraisal, 99-105 

locational characteristics affect- 
ing value, 21-2 

site features, 23-4 

Topography, effect of, 18 

units of comparison, 28 


Comparative sales method of valua- 
tion, 15, 16-40 

comparability of market condi- 
tions, 35-40 

comparability of properties, 
16-32 

comparability of transactions, 
32-5 

demonstration appraisal, 91-9, 
122-3 


Costs, 70-1 
factored historical cost, 71 
production cost, 70 
replacement cost, 71 
reproduction, cost, 71 
techniques, 71 


Cost estimating techniques, 71-6 
basic steps, 71-2 
classification system, 25-7, 72-5, 
140-3 
cost of new building, 71 
depreciation, 72 
market value of site, 72 
plane method, 75 
quality survey, 76 


Cost method of valuation, 15, 68-76 

advantages, 70 

cost of acquisition vs cost of pro- 
duction, 69-70 

data for, 68 

demonstration appraisal, 105-13, 
127-32 | 

theoretical justification for, 68-70 

weakness, 70 


D 


Demand, conditions of: see Supply 
and demand, conditions of 


Demonstration appraisals, 91-132 
commercial, 99-105 
capitalization rate, 102-4 
legal description, 99 
location and site analysis, 93 
market value estimate, 105 
processing income, 100-1 
properties, comparability of, 
99-100 
farm, 143-32 
abnormal depreciation, 
117-22 


comparative sales method of 
valuation, 122-3 

cost method of valuation, 
127-32 

description of property, 
114-15 

income capitalization 
method of valuation, 
123-7 

land sales, analysis of, 117, 
118 

legal description, 113 

sales of comparable 
properties, 115-17 

value estimate, substantia- 
tion of, 132 

residential, 91-9 

building analysis, 94-6 

legal description, 91 

market conditions, compar- 
ability of, 98 

neighbourhood analysis, 
91-3 

properties, comparability of, 
97 

summary and estimate of 
market value, 98-9 

transactions, comparability 
of, 98 

shopping centre, 105-13 

improvement analysis, 
108-10 

legal description, 105 

location and site analysis, 
107 

market value estimate, 113 

neighbourhood analysis, 
105-7 

replacement cost new less 
depreciation, estimation 
of, 110-13 

valuation of site, 107-8 


Depreciation, 77-90 
abnormal, 80 
demonstration appraisal 
(farin). 1 ki-22 
procedures for estimating 
allowance, 86-7 
appreciation, 89-90 
causes, 78-9 
economic obsolescence, 
78-9, 85 
functional obsolescence, 
718,55 
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physical deterioration, 78 
recession, 79 
defined, 77 
difficulty of estimating, 87 
measuring, 81-9 
cost allocation techniques, 
87-9 
broken-line premise, 
88-9 
declining balance 
premise, 89 
disadvantages of cost 
allocation tables, 87 
straight-line premise, 88 
effective age vs chronologi- 
cal age, 81 
percent good, 81-4 
advantages, 81-2 
application, 86-7 
classification by depre- 
ciation, 84-5 
depreciation tables, 
82-4 
preliminary work, 84-5 
obsolescence, factors 
influencing, 85 
physical deterioration, 
criteria relating to, 
85 
scatter diagram, 85 
types, 79-80 
curable vs incurable, 79-80 
normal vs abnormal, 80 


E 


Equity rate, for assessment valuations, 
166-8 
unsuitability of appraisers’ equity 
rate, 166-7 


Estey, Mr. Justice, 13, 68 
on the concept of actual value, 1 


F 
Factored historical cost, 71 
Farm Credit Corporation, 126 
Farm Property: see Rural property 


Forestry, Department of (federal), 
information on soil conditions, 133 
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G 


George, Henry, advocacy of the site 
tax. 072 


Gross rent multiplier, 30-2 


classification according to use and 
location, necessity of, 30 

defined, 30 

determining, 30 

and San Francisco real estate 
market, findings of 30-1 


H 


Handbook of Cost Factors (D.M.A.), 
68, 77 


basis of rates in, 26-7 
classification system for compar- 

ing buildings, 25-7, 72-6 
replacement cost, 71 


I 
Income, definition of, 42 


Income (from property), processing of: 


demonstration appraisals, 100-1, 
123-6 
effective gross income, 49 
expenses, 49-52 
analysis of, 50 
deductible, 50-2 
maintenance, or reserves for 
replacements, 52 
non-deductible, 52 
property tax, 50-1 
reserves for replacement, 
51-2 
sources of information, 49 
gross income, estimation of, 43-8 
income due to management, 
44-5 
leases and rental agreements, 
45-7 
market rents vs contractual 
rents, 43-4 
quality and durability of 
gross income, 47-8 
sources of information, 43 
leases and rental agreements, 
45-7 
vacancy and collection losses, 
48-9 


Income capitalization method of 
valuation, 15, 41-67 

when appropriate, 42 

buyer and seller, expectations of, 
41 

capitalization rate, 53-7 

capitalization techniques, 57-65 

demonstration appraisal, 99-105, 
123-7 

income, defined, 42 

limited to properties producing 
money income, 41-2 

processing of net income, 42, 
43-52 

summary, 67 


Industrial property: 


locational characteristics affecting 
value, 22 

site features, 24 

topography, effect of, 18 

units of comparison, 28 


Interest rate: long-term Government 
of Canada bonds as standard, 55 


K 


Kahn, $8. A, F. E. Caseandess 
Schimmel, on market value of 
property, 41n 


Kerwin, Mr. Justice, 68 


L 


Labour, as factor of production, 8-9 
Land, as factor of production, 8-9 


Land residual technique of 
capitalization, 62-4 


Leases: see Rental agreements 


Local sales modifier, 75, 144-6 

application of, 27 

and basis of rates, 26-7, 144 

calculation of, 145-6 

method of adjusting, 144-5 

most critical aspect of classifica- 
tion system, 146 

variations in cost, reasons for, 
144 


Loewenstein: see Recht 


Lord Advocate v. Earl of Home, on 
actual value, 1 


M 
McCallum, Lord, on actual value, | 


Market conditions, comparability of, 
35-40 
analyzing the market conditions, 
37-8 
neglect of analysis, 40 
market, defined, 36-7 
more complex than supply and 
demand, 37 
market considerations, 35-8 
necessity of establishing large 
market area, 37 


Market equivalent, adjustment to 34-5 


Market indicators, 38-40 


land available for construction, 
38, 39 

mortgage foreclosures, 38, 39-40 

new construction, amount of, 
38, 39 

vacancy rates, level of, 38, 40 

volume of transactions, 38-9 


Market value: 


data required for estimate of, 14 

defined, 12, 41 

estimates of, 15 

in an imperfectly competitive 
market, 10 

importance of sale price, 40 

measure of, 11 

and sale price, 10, 11-12 

where no market exists, 12 


Markets, 6-10 


commodity 
essential functions, 9 
operation of, 7-9 

criteria of evaluation, 6 

defined, 6, 36-7 

and factors of production, 8-9 

perfectly competitive, concept of, 

7 
real property, 9-10 


Montreal v Sun Life Assurance Co. of 
Canada, 12 
see also Sun Life v Montreal 


Mortgage market, and real property, 
10, 35, 39-40 


Municipal governments, and develop- 
ment of neighbourhoods, 19-20 
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O 


Ontario Agricultural College, infor- 
mation on soil conditions, 133 


P 


Personal property: 


included in real property trans- 
action, 34n 


Price: as measure of value, 4-5 
Production, factors of, 8-9 


Properties, comparability of, 16-32 
building classification system, 
25-7, 72-5, 140-3 
criteria for establishing, 17 
interaction of all factors, 31-2 
multipliers, 30-2 
neighbourhood, 17-20 
business characteristics, 19 
defined, 18 
government regulations and 
taxes, 16, 19220 
influence of human activity, 
18-19 
personal characteristics of 
residents, 20 
physical environment, 18-19 
topography, effect of, 18 
property location, 20-2 
commercial, 21-2 
compatibility of land use, 
202 1 
factors applying to all land 
uses, 20-1 
industrial, 22 
municipal services, quality 
and quantity of, 20, 21 
residential, 21 
Pinal 
transportation facilities, 
2021 
site and soil conditions, 22-5 
commercial site require- 
ments, 23-4 
homogeneity of site, defined, 
2o 
industrial site requirements, 
24 
residential features, 23 
rural site requirements, 24-5, 
133-9 
urban land considerations, 
22-3 
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summary, 31 
units of comparison, 27-9 
corner influence tables, 28-9 
need to examine entire real 
estate market, 27 
residential, commercial, 
industrial, rural, 28 
value estimates converted 
into unit values, 28-9 
width and depth tables, 28-9 
use, 17 
classification, 17 


Property, productivity of, 41 


Property reversion technique of 
capitalization, 57-61, 105 


Property tax: not deductible expense, 
50-1 


Property tax allowance: 
in capitalization rate, 54, 57 
in estimating reversionary value, 
59 


R 


Ratcliff, R. U., on the definition of 
market value, 12n 


Real property: 
expectation of higher yield rate, 
54 


Real property market: 

data required for analysis of, 14 

difficulties of analyzing 
conditions, 9-10 

and mortgage market, 10, 39-40 

and perfectly competitive market, 
differences, 9-10 

problem of speculators, 10 


Real property value, 5-6 
and basic services provided by 
real property, 5 
cannot be allocated between land 
and buildings, 5-6 
and costs of converting land, 5 
variation in offered price, 6 


Recht and Loewenstein, on variations 
in rates of return, 31 


Rental agreements: 
four principal forms of, 45-6 


importance to gross income, 
45-7, 48 
lease analysis sheet, 46-7 


Rental properties: 
income capitalization method of 
valuation, 41-67 


Replacement cost, 71 
Reproduction cost, 71 


Reserves for replacement of equip- 
ment, 51-2 


Residential property: 

classification method of cost 
estimating, 72 

demonstration appraisal, 91-9 

financing, typical method of, 34 

locational characteristics affecting 
value, 21 

neighbourhood development, and 
personal characteristics of 
residents, 20 

site features, 22-3 

sub-classifications, 17, 73, 140 

topography, effect of, 18 

units of comparison, 28 


Ring, A. A., on market value of 
property, 41n 


Risk allowance, 55 
and quality and durability of 
income, 47-8 


Rural property: 
demonstration appraisal, 113-32 
locational factors, 22 
soil characteristics, 24-5, 133-9 
topography, effect of, 18 
units of comparison, 28 


S 


Sale price: 
and market value, 10, 11-12 


San Francisco real estate market, and 
gross rent multipliers, 30-1 


Schimmel, A.: see Kahn, S. A. 


Shopping centre: 
demonstration appraisal, 105-13 
site valuation, distinguished from 
commercial properties, 107 


Sun Life v City of Montreal, 1, 13, 68 
see also Montreal v Sun Life 


Supply and demand, conditions of: 
effect on value, 3-4 
equilibrium position, 8, 9 
in operation of commodity 

market, 7-9 


T 


Taschereau, Mr. Justice, on the con- 
cept of actual value, 1 


Topography: 
in farmland classification, 24, 
135 
effect of neighbourhood growth, 
18 


Transactions, comparability of, 32-5 


buyer and seller, knowledge 
about the property, 33 
buyer or seller, pressure on, 33 
financing of the transaction, 33-4 
and calculating the market 
equivalent, 34-5 
residential property, 34-5 
open market, 32-3 
‘arm’s-length’ criterion, 32-3 
problem of defining, typical 
iralisacuon, 32 
transaction evaluation chart, 
3036 


U 


University of Guelph, Ontario Agri- 
cultural College, information on 
soil conditions, 133 


Vv 


Valuation: 

basis of, 1-12 

importance of current market 
conditions, 11 

market value, definition of, 12 

and the measure of market value, 
11 

an equity rate suitable for 
assessors, 166-8 


INDEX/175 


Valuation methods, 14-15 


comparative sales: see Compara- 
tive sales method 

cost: see Cost method 

discrepancies between results, 15 

income capitalization: see 
Income capitalization method 


Valuation programme, 13-15 
defined, 13 
mass: 
advantages of, 13 
data, selection of, 14 
data collection, establishing 
procedure for, 13 
necessity of a preliminary 
study, 13 
steps, summarized, 15 


Value, 2-6 


actual, 1 

defined, 4 

economic concept of, 2-4 
conditions of supply and 

demand, 3-4 

conditions necessary, 2-4 
economists’ definition, 2 

market, 2 

money as a Standard, definition 

Ol, 4 
and price, 4-5 
real property, 5-6 


Veterans Land Act, 126 


"ig 


Yield rate: 


in capitalization rate, 54-6 
when equal to capitalization 
rate, 66 
estimation of: 
band of investment method, 
55-6 
expectation of a higher 
yield rate in real property, 
reasons for, 54 
manner in which derived, 
54 
summation method, 54-5 
extracting from the market, 65-7 
necessity of annual re- 
examination, 66 
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